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Overview
Course Objectives
This book will help you to:
• Identify the unique situations that exist in governmental and not-for-profit organizations
that create or increase the potential for fraud.
• Understand how objectives of financial reporting and the users of financial statements for
governmental and not-for-profit organizations differ from those in the private sector and
how such differences need to be addressed in planning and performing the audit.
• Obtain a thorough understanding of the requirements of (SAS) Statement on Auditing
Standards No. 99, Consideration of Fraud in a Financial Statement Audit (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 316), and how they impact the audits of governmen-
tal and not-for-profit organizations.
• Integrate all aspects of the requirements of Statement on Auditing Standards No. 99 in
the audits of governmental and not-for-profit organizations from identification of fraud
risks through documentation and communication of fraud and fraud risks.
• Apply specific professional standards to fraudulent financial reporting and misappropria-
tion of assets using case studies in governmental and not-for-profit audit engagements.
• Apply specific professional standards to responding, documenting, and reporting fraud
using case studies in governmental and not-for-profit audit engagements.
Introduction
In the early years of the twenty-first century, the accounting profession experienced some of its
darkest days since the 1938 McKesson-Robbins corporate accounting scandal. Massive scandals
at Enron, WorldCom, and Global Crossing put all CPAs in the spotlight whether they were
auditors of publicly traded companies or small closely held family corporations. To protect the
American public against such spectacular failures in the future, President George W. Bush
signed the Sarbanes-Oxley Act of 2002 into law in the summer of 2002.
It is interesting to note that while SAS No. 99 was released after the passage of the Sarbanes-
Oxley Act, it was not issued in response to the failures giving rise to its passage. SAS No. 99 is
the result of a four year process that began with five academic research studies conducted as part
of the AICPA Fraud Research Steering Task Force. In addition to these studies, the Public Com-
pany Accounting Oversight Board (PCAOB), at the request of the Securities and Exchange
Commission, (SEC) appointed a Panel on Audit Effectiveness in 1998. This Panel conducted its
own research primarily related to audit effectiveness and issued a report in August of 2000.
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Using these studies and other information, the AICPA Fraud Task Force established in Septem-
ber of 2000, reviewed SAS No. 82, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316A), and concluded it was fundamentally
sound. The recommendations of this task force to enhance professional auditing standards related
to fraud were incorporated in the exposure draft issued February 28, 2002, which was adopted as
SAS No. 99 in October of 2002.
Fraud has become a major focus among not only financial statement users but also among many
Americans in their roles as investors, watch dogs, philanthropists, or private citizens. In the last
20 years, news reports have often revealed fraud and abuse at all levels of governmental and not-
for-profit organizations. The national level United Way scandal of the early 1990s had a signifi-
cant negative impact on many local United Way agencies. Americans were outraged to learn the
Federal government had spent thousands of dollars for items found at the local building supply
store for less than $100.
Individuals and businesses contributing to not-for-profit organizations have a legitimate expecta-
tion that their donations will be used to further the mission of the not-for-profit organization.
When such funds are at best, diverted for other uses, or worst case, appropriated for personal
gain, the reputation of the not-for-profit organization is jeopardized. In such cases, the lack of
trust potential individual and corporate donors have in the not-for-profit organization can seri-
ously impact its revenues and, correspondingly, its continued existence.
For citizens, fraud in governmental organizations is a misuse of the public funds they provided to
the government without choice and in good faith. Such breaches of trust further erode their tenu-
ous faith in the “American Way” and needlessly increase the cost of providing public goods and
services. Simply put, everyone loses when fraud occurs in governmental organizations.
This book is designed to give auditors and accounting and finance professionals a working
knowledge of SAS No. 99 and its unique applications in the governmental and not-for-profit
environment. It is also intended to assist the auditor of governmental and not-for-profit organiza-
tions in planning and performing their audit as well as in responding, documenting, and reporting
fraud. An understanding of the governmental and not-for-profit environment, coupled with a
thorough knowledge of the requirements of SAS No. 99, improves the likelihood the auditor will
detect material financial statement misstatements due to fraud.
Organization
This book deals with AICPA auditing standards related to fraud in audits of governmental and
not-for-profit organizations. To that end, the materials are organized into the following chapters:
• Chapter 1 provides an overview of the governmental and not-for-profit environments
focusing on the unique operational, financial reporting, and accounting principles of these
organizations. Special emphasis is placed on how these differences impact audit planning
and procedures related to fraud.
• Chapter 2 summarizes the audit standards set forth in SAS No. 99 related to fraud con-
siderations in financial statement audits.
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• Chapter 3 delves into how the requirements of SAS No. 99 relate to audits of govern-
mental and not-for-profit organizations and how these standards can be incorporated in
planning and performing audits of these organizations.
• Chapter 4 delves into specific areas of concern related to fraudulent financial reporting in
governmental and not-for-profit organizations. Case studies are used to apply these spe-
cific concepts of SAS No. 99 to audits of governmental and not-for-profit organizations.
• Chapter 5 explores specific areas of concern related to misappropriation of assets in gov-
ernmental and not-for-profit organizations. Case studies are used to apply these specific
concepts of SAS No. 99 to audits of governmental and not-for-profit organizations.
• Chapter 6 covers other matters related to fraud in governmental and not-for-profit organ-
izations.
Summary
This book is designed to provide auditors of governmental and not-for-profit organizations an
overview of the specific challenges they face in applying professional standards related to fraud
to audits of these entities. Additionally, this book provides a number of suggested practices, pro-
cedures, and practice aids to assist auditors in implementing professional auditing standards
related to fraud in governmental and not-for-profit organizations.
To assist CPAs in obtaining appropriate training in fraud considerations in a financial statement
audit, the AICPA has developed an on-line competency assessment tool. The Fraud Prevention,
Detection and Investigation Competency Model is live on www.cpa2biz.com/CPEConferences.
This competency assessment tool will assist CPAs in creating and assessing personal and career
development plans related to professional competence in the area of financial statement fraud.
Conclusion
It is hoped that these materials prove useful primarily to auditors of governmental and not-for-
profit organizations but also to those accounting and finance personnel employed in such organi-
zations.
Throughout these materials, the terms he and she are used alternately and no discrimination or
implications related to either gender are intended. Additionally, the materials have been devel-
oped using the professional and industry standards, practices, and procedures in effect at the time
of the writing. Auditors and other professionals should consult current authoritative guidance in
addition to these materials.
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Chapter 1
The Governmental Environment
Chapter Overview
This chapter will discuss the following:
• Identify the unique situations that exist in governmental organizations that create or in-
crease the potential for fraud.
• Understand how objectives of financial reporting and the users of financial statements for
governmental organizations differ from those in the private sector and how such differ-
ences need to be addressed in planning and performing the audit.
• Become aware of the generally accepted accounting principles and related hierarchy of
generally accepted accounting principles (GAAP) as it relates to governmental organiza-
tions.
• Recognize concerns and considerations unique to audits of governmental organizations.
Unique Aspects of the Governmental Environment
Public sector, governmental organizations are very different from their private sector counter-
parts in a number of ways despite current rhetoric to run government like a business. They also
differ from not-for-profit organizations, which is why these materials discuss their various char-
acteristics in two separate chapters.
Generally, the unique aspects of governmental organizations are as follows:
• They are public organizations.
• They provide goods and services to the general public using funds typically secured from
involuntary resource providers.
• Decisions are made in a political environment.
• Goods and services are generally provided without a profit motive.
Government in the Sunshine
The primary distinguishing characteristic of governmental organizations is that they are public
organizations. Their very nature requires that business be conducted in view of the public. It is
this very simple aspect on which the financial reporting objectives of governmental financial
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statements rest. Public governmental organizations differ fundamentally from publicly traded
entities even though publicly traded companies are subjected to a high level of regulation and
public scrutiny.
In some states, state and local governments are required to operate “in the sunshine” for all
meetings in which decisions are to be made that do or may impact the public. This requirement
to conduct business in a public forum is often a significant impediment to timely responses to
sensitive issues. While billions of shares of Microsoft stock are traded annually, the Audit Com-
mittee is allowed to meet behind closed doors. In contrast, the city council of a small rural town
in North Florida, serving as an audit committee, must meet in a public forum. Not only is the
City Council of this small Florida town required to meet in full view of the public but also to
adequately and timely publish notice of such meeting and to provide minutes of the meeting to
the public.
Public Goods and Services
The second most distinguishing characteristic of governmental organizations relates to their be-
ing public organizations and is that they provide goods and services that benefit the public at
large. Such public goods and services are provided, in most cases, without regard to how much
is paid by those receiving the goods or services. Even in cases where the governmental organiza-
tion intends to recover its costs with user fees, not all costs are included in determining the fee
structure. Often high cost, limited use, and limited or nonrevenue producing capital assets are
needed to provide public goods and services.
To fund the provision of public goods and services, governmental organizations (in most states)
are authorized to impose taxes at a number of levels and on a variety of items. This places indi-
viduals and businesses in the position of involuntary resource providers.
A variety of legal constraints and controls exist at all levels of government to ensure the re-
sources involuntarily provided by individuals and businesses are expended for the public good.
Typically, the budget process in governmental organizations is the most public manifestation of
accountability from a fiscal, operational, and planning perspective. Governmental organizations
are directly accountable to citizens, taxpayers, and business owners as well as society at large.
The annual audit of a governmental organization’s financial statements is the most visible evi-
dence of its fiscal accountability.
There is tremendous pressure on employees of governmental organizations to provide more and
better public goods and services using less financial, human and capital resources. Often, ad-
ministrative functions such as accounting, internal audit, and procurement lack sufficient staff to
implement or administer an effective system of internal accounting controls. In addition, many
small and medium sized governmental organizations lack the financial resources to attract
qualified accounting and finance personnel.
Political Process
A third distinguishing characteristic of governmental organizations relates to providing public
goods and services as well as operating in the public and it is the political process. The political
process varies by type, size and nature of government, but in all cases places constant pressure
on elected officials and other policy makers. Elected officials may feel pressure from citizens,
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special interest groups, other governments, or unfunded governmental mandates. In some cases,
elected officials make decisions that are politically correct but not necessarily economically vi-
able or operationally feasible.
Elected officials are often hesitant to increase taxes even though citizen demands for public
goods and services increase. Such reluctance to adequately fund service needs results in govern-
mental employees being forced to provide more goods and services with fewer financial, human,
and capital resources. Over time this approach can erode the tax base and infrastructure of a gov-
ernmental organization as well as negatively impact employee morale.
Lack of a Profit Motive
A final distinguishing characteristic of governmental organizations is the lack of a profit motive,
which is related to the public goods and services they provide and sometimes the political proc-
ess. Governmental organizations are in the business of providing goods and services that benefit
the public or that typically are not provided by private markets but considered to be in the public
interest.
Goods and services provided by governmental organizations are often made available to the
public at little or no charge such as recreation services. Other goods and services, such as emer-
gency rescue/transport services, have fee structures with little or no relationship to the benefit
received by the consumer or the cost incurred by the governmental organization.
Costs associated with providing some goods and services, such as utilities, are intended to be re-
covered in full, with appropriate user fees. However, there is wide disparity in the costs govern-
mental organizations consider recoverable through utility user fees. For example, some
governmental organizations allocate all, or a portion of all, costs of the government to utility op-
erations while others allocate only those directly or indirectly associated with utility operations.
Financial Reporting—Objectives and Users
Financial Reporting Objectives
Financial reporting objectives of governmental financial statements reflect the needs of the users.
The needs of these financial statement users differ in a number of ways than users of private
sector financial statements.
Concepts Statement No. 1, Objectives of Financial Reporting, of the Governmental Accounting
Standards Board (GASB) identifies the objectives of external financial reporting by state and lo-
cal governments. These objectives include the following:
• To fulfill the government obligation to be publicly accountable and enable users to assess
accountability in the following areas:
— Sufficiency of current revenues to finance current year services,
— Compliance with the legally adopted budget and other finance-related legal/
contractual requirements, and
— Service efforts, costs, and accomplishments of the governmental organization.
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• To satisfy needs of financial statement users relying on governmental reports as impor-
tant sources of information for decision making related to:
— Evaluating operating results for the fiscal period, and
— Assessing level of services that can be provided by the government and its ability to
meet obligations as they become due.
Public accountability presumes taxpayers are entitled to know what their governments are doing
and how, what they have done and how well, and what they plan to do and why. Citizens as well
as legislative and oversight bodies almost universally use financial reporting to assess account-
ability in their governmental organizations.
Financial reporting is the primary channel through which governmental organizations communi-
cate financial information to external users of the financial reports. Therefore, financial reporting
by governmental organizations considers the needs of these users and the decisions they make. In
addition, financial reports of governmental organizations should be:
• Understandable.
• Reliable.
• Relevant.
• Timely.
• Consistent.
• Comparable.
Governmental financial reports are used in decision making and in assessing accountability.
Decision making encompasses not only economic decisions but social and political decisions as
well. Accountability forces governmental organizations to answer to its citizens and to justify to
them the need for public resources, as well as the intended and actual use of said public re-
sources. Underlying public accountability is the concept of intergenerational or interperiod
equity which suggests that current citizens should not shift the burden of financing current serv-
ices to subsequent year taxpayers.
Some ways in which governmental financial reports are used for decision making and assessing
accountability include:
• Comparing actual financial results with amounts in legally adopted budgets.
• Assessing financial condition and operating results.
• Determining compliance with finance-related laws, rules, and regulations.
• Evaluating efficiency and effectiveness.
Financial reporting by governmental organizations includes both general and special purpose re-
porting. General purpose financial reporting by governmental organizations includes:
• General purpose external financial statements.
• Popular reports.
The Governmental Environment
1-5
• Comprehensive annual financial reports (CAFRs).
Other types of financial reporting may include voluntary or required reporting of selected finan-
cial and/or operational information intended to satisfy the specific needs of specific users. The
objectives of such special purpose reports are to:
• Meet specific legal or contractual requirements.
• Present financial information using a basis of accounting other than generally accepted
accounting principles.
• Present financial information in prescribed formats.
• Report on specific elements, accounts, or items included in the general purpose financial
statements.
Typically, such special purpose financial reporting include:
• Bond offering statements.
• Operating and capital budgets.
• Grant reports.
• Reports required by regulatory agencies.
Users of Governmental Financial Reports
Governmental financial reports are used internally as well as externally to make decisions or to
ensure public accountability. Three primary users of external governmental financial reports are:
• Citizens—Those to whom governmental organizations are primarily accountable.
• Legislative and oversight bodies—Those directly representing citizens.
• Investors and creditors—Those lending or participating in the lending process, including
grantors.
Users of government financial reports assess accountability through traditional measures such as
actual to budget comparisons; assessment of financial condition; and, compliance with laws,
rules, and regulations. Additional nontraditional uses of financial reporting include assisting us-
ers in evaluating efficiency and effectiveness.
Internal management having access to financial information using internal channels is not con-
sidered a primary user of financial reports. Such internal users often use both internal and exter-
nal reports for:
• Decision making—Current and long term recommendations for operating and capital
purposes.
• Planning—Related to strategic initiatives such as comprehensive capital improvement
plans and strategic plans, as well as day-to-day and long-term operations.
• Monitoring—Compliance with budget, achievement of program objectives, operating
performance, etc.
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Government GAAP—Who, What, Why, and How
Who
In the United States, the GASB is the recognized standard setting body for governmental ac-
counting and financial reporting by state and local governments. Since its creation in the mid
1980s, the Board has proposed financial reporting as one way for governments to meet their ob-
ligation to be accountable to the public they serve. The Federal Accounting Standards Advisory
Board (FASAB) establishes accounting standards for all agencies of the Federal government.
Other guidance exists for governmental organizations in addition to the accounting standards is-
sued by the GASB. Applying the hierarchy of accounting authority in Statement of Auditing
Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity with Generally Accepted
Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), as amended,
[Note: original title of SAS No. 69 was amended by SAS No. 93 (footnote 5)], the following
authoritative sources exist related to accounting and reporting by state and local governmental
organizations:
• (Category A) Statements and Interpretations of the GASB, including AICPA and FASB
pronouncements applicable to state and local governments under GASB Statements or
Interpretations.
• (Category B) Technical bulletins issued by the GASB as well as AICPA Industry Audit
and Accounting Guides and AICPA Statements of Position cleared by the GASB as ap-
plicable to state and local governments.
• (Category C) Consists of the AICPA AcSEC Practice Bulletins, if specifically made ap-
plicable to state and local governmental entities and cleared by the GASB, as well as con-
sensus positions of a group of accountants organized by the GASB that attempts to reach
consensus positions on accounting issues applicable to state and local governmental enti-
ties.
• (Category D) Staff Implementation Guides and Questions and Answers publications of
the GASB and widely recognized and prevalent practices of state and local governments.
• Other relevant accounting literature (if Category A through D guidance is not available).
General purpose governments and special purpose governments are subject to accounting stan-
dards promulgated by the GASB. In some cases, certain not-for-profit organizations may meet
the criteria for a government and therefore be subject to standards of the GASB. Proprietary
funds follow FASB standards issued on or before November 30, 1989. However, from that date
forward, enterprise funds (not internal service funds) must either choose not to apply future
FASB standards or continue following all new FASB standards (unless they conflict with GASB
guidance). The same application of FASB pronouncements is encouraged for all enterprise ac-
tivities.
General purpose governments typically include:
• States.
• Counties and boroughs.
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• Cities, towns, and townships.
• Consolidated governmental entities.
Special purpose governments encompass entities providing specific goods or services, such as:
• School districts.
• Public colleges and universities.
• Public utilities.
• Public hospitals.
• Public transportation entities (airports, port authorities, mass transit systems, etc.).
• Public environmental resource districts (water management authorities, woodlands pro-
tection, etc.).
• Special taxing districts (municipal service taxing units, lighting districts, fire protection
districts, etc.).
What
The GASB has adopted a broad based approach to financial reporting that considers not only the
needs of the users but the decisions they make based on such information. Financial reporting as
defined by the GASB includes financial statements and other types of financial reports, such as:
• Special purpose reports.
• Debt offering documents.
• Budgets.
• External grant reports.
• Other nonfinancial information.
Why
Generally accepted accounting principles for governmental organizations are predicated on the
objectives of governmental financial reporting. To reiterate and summarize, Concepts Statement
No. 1, Objectives of Financial Reporting, identifies the objectives of external financial reporting
by state and local governments as follows:
• To fulfill obligation to be publicly accountable.
• To satisfy needs of statement users relying on reports for decision making.
How
To meet the objectives of external financial reporting, the following unique practices and ac-
counting procedures exist in governmental organizations:
• Measurement focus and basis of accounting.
Guide to Fraud in Governmental and Not-for-Profit Environments
1-8
• Fund accounting.
• Budgetary accounting and reporting.
Measurement Focus and Basis of Accounting
GASB Statement No. 34, Basic Financial Statements—and Management’s Discussion and
Analysis—for State and Local Governments, issued in 1999, radically changed the external fi-
nancial statements of governmental organizations. When applying GASB Statement No. 34, ex-
ternal financial statements of governmental organizations are prepared using the economic
resources measurement focus and the full accrual basis of accounting at the entity-wide level.
At the fund level, however, external financial statements for governmental type activities (i.e.,
public goods and services provided for no or only nominal fees) are prepared using the current
financial resources measurement focus and the modified accrual basis of accounting. Business
type activities (i.e., services provided for a fee designed to cover the costs of providing the serv-
ices) are reported using the economic resources measurement focus and the full accrual basis of
accounting.
Fund Accounting
Simply stated, a fund is an all-inclusive, self-balancing set of accounts used to separately account
for specific activities of a governmental organization. A variety and number of funds are used by
governmental organizations based primarily on:
• Legal requirements—Resources received and legally restricted for specific purposes.
• Operating objectives—Monitor and evaluate the operations of governmental and business
type activities.
The number of funds used in governmental organizations is a matter of professional judgment.
Generally, the number of funds should be limited in order to minimize complications in budget-
ing, accounting, and administration. Generally, the number of funds will depend on:
• The capabilities of a governmental organization’s accounting system.
• Legal requirements related to compliance with grants, contracts, debt covenants, etc.
• Expertise of accounting personnel within the governmental organization.
• Needs of internal and external users of financial information.
Regardless of the number of funds used in a governmental organization, they typically fall into
one of the three following categories:
• Governmental funds—Account for general governmental type activities primarily fi-
nanced with taxes, intergovernmental revenues, and grants.
• Proprietary funds—Account for business type activities financed primarily with user fees
designed to cover costs of the activity.
• Fiduciary funds—Account for activities where the government acts as an agent or trustee.
Resources associated with such activities are not available to the government to finance
its own operations.
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Budgetary Accounting and Reporting
A government’s legally adopted budget represents a legally binding contract between the gov-
ernment and its resource providers and other stakeholders. As the culmination of a highly public
process to further the public good, the budget is a:
• Policy document.
• Financial plan.
• Guide to operations.
• Communication device.
The adopted budget is most often incorporated into the accounting system of a governmental or-
ganization and used throughout the fiscal period to monitor compliance and accountability.
However, adopted budgets may reflect estimated revenues and appropriations on a basis other
than generally accepted accounting principles. Even for budgets prepared on a GAAP basis, gov-
ernmental organizations may utilize encumbrance accounting during the fiscal period to assist in
monitoring compliance and/or assessing financial accountability. Comparisons of actual results
to budgeted amounts should be made on the same basis as the budget for purposes of financial
reporting.
Summary
This chapter provides insight into the unique aspects of governmental organizations that may
represent potential fraud risks in financial statement audits. In addition, this chapter focuses on
the influence financial reporting objectives and users may have on the auditor’s assessment of
fraud risks. The chapter also discusses generally accepted accounting principles relating to gov-
ernmental organizations and how those standards help meet the objectives of financial reporting
by governmental organizations.
Primary areas of special concern and consideration for auditors of governmental organizations
include the following:
• They are public organizations providing public goods and services.
• The political component associated with all decisions.
• Pressure, resulting from limited financial, human, and capital resources, placed on em-
ployees to provide more services and/or to serve more people.
• Lack of sufficiently trained staff to implement or administer effective internal control
systems.
• Financial resources devoted to attracting qualified accounting and finance personnel are
lacking in many governmental organizations.
• Tendency for the lack of a profit motive to create inefficiency and a lack of effectiveness.
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Chapter 2
The Not-for-Profit Environment
Chapter Overview
This chapter will discuss the following:
• Identify the unique situations that exist in not-for-profit organizations (NPOs) that create
or increase the potential for fraud.
• Understand how objectives of financial reporting and the users of financial statements for
not-for-profit organizations differ from those in the private sector and how such differ-
ences need to be addressed in planning and performing the audit.
• Become aware of the generally accepted accounting principles (GAAP) and related hier-
archy of GAAP as it relates to not-for-profit organizations.
• Recognize concerns and considerations unique to audits of not-for-profit organizations.
What Makes the Not-for-Profit Organization Different?
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 116, Accounting for Contributions Received and Contributions Made, defines NPOs for pur-
poses of preparing financial statements in accordance with generally accepted accounting princi-
ples. FASB Statement No. 116 distinguishes a not-for-profit organization from a business
enterprise based on the following characteristics:
• Significant amounts of contributions of resources are received from resource providers
not expecting commensurate or proportionate financial return,
• The organization operates for purposes other than to provide goods or services at a
profit, and
• Ownership interests, such as those found in business enterprises are absent.
The AICPA Audit and Accounting Guide Not-for-Profit Organizations, further defines not-for-
profit organizations as:
• Not-for-profit organizations defined in FASB Statement No. 116,
• Entities defined in AICPA Statement of Position (SOP) No. 74-8, Financial Accounting
and Reporting by Colleges and Universities, and
• Organizations identified in SOP No. 78-10, Accounting Principles and Reporting Prac-
tices for Certain Nonprofit Organizations.
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Entities falling within these guidelines differ from for-profit entities not simply from a defini-
tional perspective, but also from their distinctive organizational and operational characteristics.
Significant Contributions
In order to fund goods or services provided to the community for little or no cost, not-for-profit
organizations have traditionally relied on contributions from individuals and businesses. Such
contributions are often significant to the total resources available to the not-for-profit organiza-
tion. To meet the criteria of a contribution delineated in FASB Statement No. 116, individuals or
businesses must make their contributions with no expectation of financial or other remuneration.
Contributions received by a not-for-profit organization may be subject to donor restrictions im-
posing time or use restrictions either on a temporary or permanent basis. Such contributions are
required to be classified as restricted until the restriction has been lifted or satisfied.
Not-for-profit organizations often receive contributions in the form of grants from governmental
agencies or other not-for-profit organizations. These grants are typically restricted for a particu-
lar program of the benefiting not-for-profit organization. In a number of cases, grants are used to
fully or partially offset the cost of providing goods or services to the community at little or no
charge.
Valuable and sometimes significant services are contributed on behalf of or for the benefit of the
not-for-profit organization or the clients it serves. These services may take the form of profes-
sional services (i.e., legal, accounting, auditing, architectural, or engineering) or trade services
(i.e., electrical, plumbing, maintenance) and would typically be paid for by the not-for-profit or-
ganization if not donated by the service providers. Depending on the type of contributed services,
they are required to be either recorded in the financial statements or disclosed in the notes to the
financial statements.
A variety of legal constraints and controls exist to ensure the resources provided voluntarily by
individuals and businesses are used for the purposes they specified, or to further the mission of
the not-for-profit organization. Grant provisions often require a significant amount of control
over and accountability for funds disbursed to not-for-profit organizations. In many cases, the
annual audit of a not-for-profit organization’s financial statements is the most visible evidence
of its fiscal accountability. Rules and regulations of the Internal Revenue Service (IRS) related to
tax exempt organizations also act as constraints and controls over contributions received by a
not-for-profit organization.
Lack of a Profit Motive
Not-for-profit organizations are organized for and operated to achieve a particular mission
rather than to make a profit from their operations. It is this dedication to mission that drives the
operations of most not-for-profit organizations. To this end, the financial statements of a not-for-
profit organization reflect expenses on a functional basis rather than their natural line-item type
classifications (Note: Voluntary health and welfare organizations are required to present both
natural and functional expense information). Additionally, the mission of a not-for-profit organi-
zation is what makes it a qualified tax exempt organization under the Internal Revenue Code
(IRC or the Code).
With a high level of focus on mission, administrative functions such as accounting, internal
audit, and procurement are often ignored or seen as unnecessary. Therefore, not-for-profit or-
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ganizations often lack sufficient staff to implement or administer an effective system of internal
accounting controls. In addition, many small and medium sized not-for-profit organizations lack
the financial resources to attract qualified accounting and finance personnel.
In furtherance of their missions, not-for-profit organizations typically provide goods and/or
services to the community; in many cases, without regard to how much is paid by those receiving
the goods or services. Even in cases where the not-for-profit organization intends to recover its
costs with fees/charges, not all costs are included in determining the fee structure. Additionally,
there is wide disparity in the costs not-for-profit organizations consider recoverable through cli-
ent charges and fees.
Often not-for-profit organizations confuse the lack of a profit motive with not being allowed to
generate a profit. Not-for-profit organizations are a business and should therefore consider typi-
cal business strategies like adequately covering costs with fees/charges. Simply because they are
not profit motivated does not excuse the not-for-profit organization from acting prudently and
exercising sound business judgment.
It is not the existence of a positive bottom line that differentiates not-for-profit organizations
from entities in the private sector but rather the function of the “bottom line.” The not-for-profit
organization uses excess profits to further its mission while for profit entities distribute excess
profits to owners and/or for private gain. If not-for-profit organizations were not expected to
make a “profit,” why would they generally be exempt from federal taxation?
Ownership Interests
Because not-for-profit organizations do not have stockholders, the equity in the not-for-profit
organization is represented by its net assets. Owners of for profit entities have a viable interest in
the equity of their entity. As such, they exercise control over the entity in order to protect their
equity interest. There are no “owners” of the typical not-for-profit organization and therefore no
“owners” exist to protect the net assets of the not-for-profit organization.
In some states the net assets of a not-for-profit organization are protected through incorporating
documents or other legal means. The Internal Revenue Service (IRS) requires the articles of in-
corporation for newly recognized tax exempt organizations to include the following language in
an effort to protect the net assets of the not-for-profit organization:
Upon dissolution of the Corporation, assets shall be distributed for one or more exempt purposes
within the meaning of section 501(c)3 of the Internal Revenue Code, or the corresponding section
of any future Federal tax code, or shall be distributed to the Federal government, or to a state or
local government, for a public purpose. Any such assets not so disposed of shall be disposed of by
a Court of Competent Jurisdiction of the county in which the principal office of the Corporation is
then located, exclusively for such purposes or to such organization or organizations, as said Court
shall determine, which are organized and operated exclusively for such purposes.
Other Differences
Another challenge for auditors of not-for-profit organizations is that not-for-profit organizations
differ among themselves even when they have the same or similar mission. For example, a not-
for-profit organization may be a museum in a highly populated metropolitan area or a small
church in the rural south, both of which provide different services and serve vastly different
populations with diverse needs. Likewise, two not-for-profit hospitals may differ in the services
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they provide because of their geographic location, the populations they serve, bed capacity, plant
and equipment, etc. The auditor of not-for-profit organizations must understand not only the dif-
ferences between not-for-profit organizations and private sector entities but also, the differences
between various not-for-profit organizations.
These differences make it necessary for the auditor to consider fraud in the financial statements
of a not-for-profit organization differently than that of an audit of a for profit organization.
Financial Reporting—Objectives and Users
Financial Reporting Objectives
Financial reporting objectives of not-for-profit financial reports focus on decisions generally
made by resource providers for the following reasons:
• Resource providers are important users of financial reports even though they do not have
the ability to prescribe information they want to see in financial reports.
• Decisions made by resource providers significantly affect not-for-profit organizations as
well as the allocation of resources in society overall.
• Information meeting the needs of current and future resource providers is likely to be of
interest to others involved in basically the same issues as resource providers.
FASB Statement of Financial Accounting Concepts No. 4, Objectives of Financial Reporting by
Nonbusiness Organizations, identifies the objectives of external financial reporting by not-for-
profit organizations. Some of the objectives of financial reporting for not-for-profit organizations
include:
• Broadly focusing on information useful to resource providers and others in making ra-
tional resource allocation decisions.
• Narrowing to the information needs of resource providers and others related to services
provided by not-for-profit organizations and their ability to continue to provide such
services.
• Wrapping up with the types of information financial reporting by not-for-profit organiza-
tions can provide to meet these needs.
Generally, financial reports provide information useful in making decisions regarding the alloca-
tion of scarce resources but they do not determine what those decisions should be. Therefore,
specific objectives of financial reporting by not-for-profit organizations identified in FASB Con-
cepts Statement No. 4 are to:
• Provide present and potential resource providers and other users with information useful
in making rational decisions regarding allocating resources to those organizations.
• Provide present and potential resource providers and other users with information for use
in assessing services provided by the not-for-profit organization and its ability to continue
providing these services.
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• Provide present and potential resource providers and other users with information for use
in assessing how management of the not-for-profit organization discharged its steward-
ship responsibilities, as well as other aspects of their performance.
• Provide information about:
— Economic resources, obligations, and net resources to help users:
■ Identify financial strengths and weaknesses.
■ Evaluate information about organizational performance.
■ Assess the not-for-profit organization’s ability to continue to provide services.
— Organization performance:
■ Nature of and relation between inflows and outflows of resources during the pe-
riod.
■ Service efforts and accomplishments to help users assess organizational perform-
ance and in making decisions regarding resource allocations.
— Liquidity:
■ Management’s explanations and interpretations to help users understand the fi-
nancial information provided.
Financial reporting for not-for-profit organizations reflects not only its objectives but their
unique organizational and operational characteristics as well. While the basic financial state-
ments prepared by not-for-profit organizations are similar to those prepared by for profit entities,
the information presented is intended to meet the objectives of vastly different users.
Not-for-profit organizations prepare their financial reports using the guidance of FASB State-
ment No. 117, Financial Statements of Not-for-Profit Organizations. Information reported in ba-
sic financial statements under FASB Statement No. 117 is not required to be presented by
individual funds or fund groups. Therefore, FASB Statement No. 117 does not use the terms
“fund balance” or “changes in fund balance” because they do not represent net assets or changes
in net assets for not-for-profit organizations.
To provide relevant information about a not-for-profit organization’s assets, liabilities, and net
assets and their relationships to each other, amounts are reported by asset class. The three classes
of net assets typically found in a not-for-profit organization are:
• Permanently restricted net assets.
• Temporarily restricted net assets.
• Unrestricted net assets.
Users of Financial Reports of Not-for-Profit Organizations
Financial reports of not-for-profit organizations are used internally as well as externally to make
decisions and/or to assess information about services provided by the not-for-profit organization.
Three primary users of external financial reports of not-for-profit organizations are:
• Resource providers—Includes those that are directly compensated for providing re-
sources (i.e., lenders, vendors, employees, etc.) and those not directly and proportionately
compensated for providing resources (i.e., members, donors, taxpayers, etc.).
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• Constituents—Those who use and benefit from services provided by the not-for-profit
organization.
• Governing and oversight bodies—Those responsible for establishing policies and for
overseeing and evaluating management of not-for-profit organizations [i.e., boards of
directors/trustees, legislatures (Federal, state, local), councils, national headquarters, ac-
crediting agencies, governmental regulatory agencies, etc.].
The various users of financial reports of not-for-profit organizations are commonly interested in
the following areas:
• Information regarding the services provided by a not-for-profit organization.
• How efficient and effective the not-for-profit organization was in providing those serv-
ices.
• The ability of the not-for-profit organization to continue providing those services in the
future.
In addition to the shared concerns, the individual primary external users of the financial reports
of not-for-profit organizations have specific areas of interest. Some of the issues specific to par-
ticular external users of these financial reports are as follows:
• Resource providers, such as donors, may be interested in information indicating how well
the not-for-profit organization met its objectives and whether to continue their support of
the not-for-profit organization. On the other hand, resource providers such as lenders and
vendors are concerned with the ability of the not-for-profit organization to generate cash
flow sufficient to timely pay obligations to them.
• Constituents, like resource providers, are interested in whether or not the not-for-profit
organization is able to continue providing services in the future and if so, at what cost to
constituents.
• Governing and oversight bodies use information in financial reports to determine whether
management carried out policy mandates with which they were charged. They also use
this information to change and/or develop new policies.
Internal management, and to an extent governing bodies, have access to financial and other in-
formation needed for decision making using internal channels. Therefore, management is not
considered a primary user of financial reports. Such internal users often use both internal and
external reports to carry out their responsibilities for:
• Planning and controlling activities.
• Ensuring resources are used for their intended purposes.
• Complying and/or overseeing compliance with spending mandates of budgetary appro-
priations or donor or grantor restrictions.
Closing the GAAP Gap
Statement of Auditing Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity
with Generally Accepted Accounting Principles, The Meaning of Present Fairly in Conformity
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With Generally Accepted Accounting Principles (AICPA, Professional Standards, vol. 1, AU
sec. 411), as amended, [Note: original title of SAS No. 69 was amended by SAS No. 93 (foot-
note 5)] establishes “Category (a)” generally accepted accounting principles (GAAP) as:
• Statements and Interpretations of the FASB,
• Opinions of the Accounting Principles Board (APB), and
• Accounting Research Bulletins.
Not-for-profit organizations follow the guidance in the effective provisions of these statements
unless:
• Specifically exempted from one of the above noted specific pronouncements, or
• The subject matter is not applicable to not-for-profit organizations.
In some cases, certain not-for-profit organizations may meet the criteria for a government and
therefore be subject to standards of the GASB.
Other guidance exists for not-for-profit organizations below Category (a) generally accepted ac-
counting principles. Applying the hierarchy of accounting authority in Statement of Auditing
Standards No. 69, the following authoritative sources exist related to accounting and reporting by
not-for-profit organizations:
• Category (b)—Technical Bulletins issued by the FASB as well as AICPA Industry Audit
and Accounting Guides and AICPA Statements of Position cleared by the FASB.
• Category (c)—Consensus positions of the FASB Emerging Issues Task Force, in addition
to Practice Bulletins of the AICPA Accounting Standards Executive Committee (AcSEC)
cleared by the FASB.
• Category (d)—AICPA accounting interpretations and Staff Implementation Guides and
Questions and Answers publications of the FASB, and widely recognized and prevalent
practices either generally or in not-for-profit organizations.
Summary
This chapter provides insight into the unique aspects of not-for-profit organizations that may rep-
resent potential fraud risks in financial statement audits. In addition, this chapter focuses on the
influence financial reporting objectives may have on the auditor’s assessment of fraud risks. The
chapter also discusses generally accepted accounting principles relating to not-for-profit organi-
zations and how those standards help meet the objectives of financial reporting by not-for-profit
organizations.
Primary areas of special concern and consideration for the auditor of not-for-profit organizations
include the following:
• Significant resources are received in the form of contributions.
• Mission achievement drives the organization.
• Pressure, resulting from limited financial, human, and capital resources, placed on em-
ployees to provide more services and/or to serve more people.
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• Lack of sufficiently trained staff to implement or administer effective internal control
systems.
• Financial resources devoted to attracting qualified accounting and finance personnel are
lacking in many not-for-profit organizations.
• Tendency for the lack of a profit motive to create inefficiency and a lack of effectiveness.
• Ownership interests are absent and therefore there is no incentive to protect the net assets
of the organization.
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Chapter 3
Professional Standards: Concepts,
Requirements, and Conflicts
Chapter Overview
This chapter will analyze the following:
• Recognize the expectation gap related to the auditor’s professional responsibilities for
fraud and expectations of the marketplace.
• Identify the conditions delineated in the fraud triangle.
• Understand the auditor’s responsibilities related to fraud under Statement on Auditing
Standards (SAS) No. 99, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316).
Auditor Responsibilities and
Marketplace Expectations
Under the guidance established with SAS No. 1, Codification of Auditing Standards and Proce-
dures (AICPA, Professional Standards, vol. 1, AU sec. 420, “Consistency of Application of
Generally Accepted Accounting Principles”), as amended, auditors are to plan and conduct
audits of financial statements “to obtain reasonable assurance about whether the financial state-
ments are free of material misstatement, whether caused by error or fraud.” Due to the nature of
evidential matter obtained in an audit engagement and the characteristics of fraud, it is not possi-
ble for the auditor to obtain “absolute assurance” with respect to material misstatements in the
financial statements.
Unfortunately, the concept of “reasonable assurance” is not one that has been easily understood
by clients of CPAs. In some cases, clients and financial statement users mistakenly believe the
auditor’s primary responsibility in a financial statement audit is the detection of fraud. Because
of this “expectation gap,” businesses, as well as governmental and not-for-profit organizations,
may tend to postpone implementation of, or ignore completely, the need for effective internal
controls.
Auditors might reasonably presume the expectation gap to occur with their smaller or less so-
phisticated clients. However, a survey conducted by the AICPA soon after the passage of the
Sarbanes-Oxley Act of 2002 indicated the expectation gap also exists with sophisticated business
decision makers and investors/shareholders. Based on over 1,000 interviews with such individu-
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als, over 80% of this presumably knowledgeable group believed the job of the external auditor
was to prevent fraud!
SAS No. 99 establishes guidance relating to the auditor’s responsibility with respect to material
misstatements caused by fraud and supersedes previously issued standards related to the consid-
eration of fraud in financial statement audits. While this standard does not change the overall
auditor responsibility with respect to fraud, nor may it decrease the expectation gap, it does re-
quire auditors to change how they plan and conduct financial statement audits with respect to the
detection of fraud.
The Fraud Triangle
Conditions under which fraud generally occurs are delineated in SAS No. 99 as the “fraud trian-
gle.” These three conditions are:
• Incentive or pressure—Placed on or perceived by management and/or employees typi-
cally providing them a reason to commit fraud.
• Opportunity—Circumstances existing within a particular entity providing opportunities
for the perpetration of fraud.
• Rationalization or attitude—Attitudes, character, or ethical values of particular individu-
als allowing them to rationalize committing fraud or some other dishonest act.
A combination of these conditions frequently exists in the private sector but is far more likely in
most governmental and not-for-profit organizations. For example, governmental and not-for-
profit organizations operate with and/or compete for scarce resources while striving to maintain
or increase service levels creating incentive or pressure conditions. Many small and medium
governmental and not-for-profit organizations have limited administrative personnel who often
lack sufficient knowledge and/or skills to implement and administer an effective system of inter-
nal controls, which in turn creates fraud opportunities. Employees in governmental and not-for-
profit organizations may rationalize dishonest acts because they are often paid less than indi-
viduals in the private sector. The prevalence of these conditions comprising the fraud triangle
increases the risk of fraud in governmental and not-for-profit organizations.
Research indicates the potential for material fraud exists in the American workplace. According
to a 2003 survey sponsored by Ernst & Young LLP, 20% of American workers are personally
aware of fraud in the workplace. Respondents to this survey estimated employers lost 20% of
every dollar to some type of workplace fraud and were personally aware of fraud due to the fol-
lowing:
• Theft of office items.
• Claiming extra hours worked.
• Expense accounts.
• Taking kickbacks from suppliers.
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Requirements Under SAS No. 99
CPAs have been responsible for opining that financial statements are presumed to be free of
material misstatement due to error or fraud long before SAS No. 99. The intent of SAS No. 99 is
to improve the likelihood auditors will detect such misstatements in the financial statements
caused by fraud. However, if collusion among management, employees, and/or third parties ex-
ists, even an auditor that has properly performed the audit may erroneously conclude the finan-
cial statements are free of material misstatements due to fraud.
Fraud Defined
Auditors consider fraud in the context of material misstatements in financial statements rather
than from a legal perspective. SAS No. 99 distinguishes fraud from error based on intent and de-
fines fraud as:
…an intentional act that results in a material misstatement in financial statements that are the sub-
ject of an audit.
Misstatements relevant to an auditor’s consideration of fraud arise from:
• Fraudulent financial reporting—Intentional misstatements or omissions (amounts or dis-
closures) designed to deceive financial statement users.
• Misappropriation of assets—Theft of an entity’s assets.
Tip: It may be helpful to discuss the differences between legal and accounting fraud with staff
and/or client personnel. In some cases, staff and/or clients may approach fraud in its legal rather
than accounting definition.
Fraudulent Financial Reporting
Fraudulent financial reporting does not necessarily result from a grandiose plan to deceive finan-
cial statement users. Management may simply rationalize material misstatements as an aggres-
sive interpretation of complex accounting issues or as temporary misstatements expected to be
corrected when operations subsequently improve. Such fraudulent financial reporting often re-
sults from management override of existing controls and it may be difficult to detect because
management:
• Withholds evidence.
• Misrepresents information in response to auditor inquiries.
• Falsifies documents.
Other more elaborate fraudulent financial reporting schemes may be accomplished through any
or all of the following:
• Manipulation, falsification, or alteration of accounting records or supporting documen-
tation.
• Misrepresentations or intentional omissions related to:
— Events.
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— Transactions.
— Other significant information.
• Intentional misapplication of accounting principles relating to:
— Amounts.
— Classification.
— Manner of presentation.
— Disclosure.
Many of the requirements of SAS No. 99 are supported by the findings of the Committee of
Sponsoring Organizations (COSO) of the Treadway Commission. This research found the meth-
ods of fraudulent financial reporting fell into the following broad categories:
• Earnings manipulation.
• Earnings management.
• Balance sheet manipulation.
These broad categories do not appear to apply to governmental and not-for-profit organizations
unless the methods underlying the execution of fraudulent financial reporting are understood.
Research by the COSO found the following methods to be the most common ways in which
fraudulent financial reporting was executed:
• Overstatement of earnings.
• Fictitious earnings.
• Understatement of expenses.
• Overstatement of assets.
• Understatement of allowances for receivables.
• Overstatement of inventories due to inclusion of obsolete goods.
• Overstatement of property values and creation of fictitious assets.
In this context, the findings of the COSO are indeed relevant to governmental and not-for-profit
organizations.
Misappropriation of Assets
SAS No. 99 addresses the misappropriation of assets only to the extent the effects of such mis-
appropriations cause the financial statements to be materially misstated. Most often, the misap-
propriation of assets is accompanied by false or misleading records or other supporting
documents. Such false or misleading documentation is possible because internal controls are ei-
ther missing or circumvented. Typically these types of misappropriations occur through:
• Embezzlement of receipts.
• Stealing assets.
• Causing the entity to pay for goods/services it has not received.
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Professional Skepticism
Due professional care has always required auditors to exercise professional skepticism and SAS
No. 99 further emphasizes this responsibility. As characterized in SAS No. 99, professional
skepticism is an attitude that requires the auditor to:
• Have a questioning mind, and
• Critically assess audit evidence.
This attitude of professional skepticism is to be present throughout and during all aspects of the
audit engagement and exercised at all times by the entire engagement team. This may prove
challenging for those auditors with long-term and/or close client relationships.
Preliminary Considerations and Evaluations
The requirements of SAS No. 99, which provide for the preliminary consideration and evaluation
of fraud risks by the auditor are as follows:
• Consideration of potential fraud risks.
• Assessment of potential fraud risks.
• Identification of fraud risks.
• Evaluation of programs and controls.
Consideration of Potential Fraud Risks
In order to identify fraud risks related to a particular entity, the engagement team must first dis-
cuss what specific risks may exist in relation to the audit entity. This requirement of SAS No. 99
is a significant change to previous guidance related to consideration of fraud in a financial state-
ment audit.
The preliminary session should include all members of the audit engagement team and the dis-
cussion should include the following:
• “Brainstorming” regarding:
— How and where the audit entity’s financial statements may be susceptible to material
misstatement due to fraud.
— How management could perpetrate and conceal fraudulent financial reporting.
— How assets of the audit entity could be misappropriated.
• An emphasis on the importance of maintaining the proper state of mind throughout the
audit engagement related to the potential for material misstatements due to fraud. In-
cluded should be a discussion of external and internal factors affecting the entity and how
the auditor anticipates responding to any susceptibility the entity might have with respect
to fraud. These discussions should include situations that might:
— Create incentives/pressures for management and/or others to commit fraud.
— Provide opportunities for fraud to be perpetrated.
— Indicate a culture/environment enabling management or others to rationalize com-
mitting fraud.
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• The discussion should include a consideration of the risk of management override of
controls.
The nature of these discussions necessitates the full inclusion and participation of all members of
the engagement team. Often, the most junior members of the engagement team will have the best
perspective of areas where the audit entity is susceptible to fraud. Therefore, more senior mem-
bers of the engagement team that are removed from the detailed operational aspects of the audit
entity might need to defer to the suggestions of less senior engagement team members.
Tip: The atmosphere during the brainstorming session should encourage all present to fully and
freely participate in the discussion of fraud risks. In some cases and in certain circumstances,
auditors may find it beneficial to include certain client personnel in portions of the brainstorming
session. Some firms have conducted two brainstorming sessions—one with firm personnel and a
second one with firm and appropriate client personnel.
Assessment of Potential Fraud Risks
Once potential fraud risks have been identified by the engagement team, they should be assessed
by appropriate members of the engagement team. Ways in which SAS No. 99 specifies how
fraud risks are to be assessed include the following:
• Inquiries of management and others within the audit entity regarding the risks of fraud
and how they are addressed.
Tip: In making inquires of client personnel regarding potential fraud risks, it is necessary
for the auditor to carefully consider who to ask, what to ask them, and where to ask them.
It is extremely important for the auditor to select not only the proper individuals for fraud
related inquiries but to ask them the right questions in an appropriate setting. The auditor
should carefully select the timing and location of these inquiries to minimize any stress
that the client personnel might feel and to maximize the information that might be forth-
coming. For example, the CFO might be hesitant to fully discuss potential fraud risks if
the CEO is included in the same discussion. Likewise, an accounts payable clerk might
provide more thoughtful and insightful observations when they are not rushed to input
invoices for the weekly check run.
• Performance of analytical procedures as part of the planning process:
— Provisions of SAS No. 99 require auditors to perform analytical procedures related to
revenue for purposes of identifying unusual/unexpected relationships that may indi-
cate material misstatements due to fraudulent financial reporting.
Tip: Often, preliminary analytical procedures focus solely on absolute changes in or
differences from prior year or budgeted amounts. In certain areas, ratio analysis might
provide more useful information in preliminary analyses as well as final substantive
procedures.
Calculating and comparing the number of days sales in ending accounts receivable,
for example, might be a more effective analytical procedure to detect fraud than com-
paring the current balance to that of the prior year. Any preliminary analytical proce-
dures should be cross-referenced where appropriate to other audit working papers as
additional evidence of substantive procedures.
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• Consideration of fraud risk factors.
• Consideration of other information helpful in identifying fraud risks.
Identification of Fraud Risks
The auditor should consider information gathered with respect to the potential fraud risks (identi-
fied in the first stages of the audit planning process) in light of the following conditions:
• Incentives/pressures.
• Opportunities.
• Attitudes/rationalizations.
The existence of all three of these conditions may indicate the risk of material misstatement due
to fraud exists. However, it is not necessary that any or all of these conditions be present for the
auditor to conclude that identified fraud risks exist. Fraud risks may be identified using other
criteria or characteristics, such as:
• Entity size.
• Complexity of the entity.
• Ownership attributes of the entity.
A number of governmental and not-for-profit organizations are relatively small in either or both
dollar volume or number of employees. This and the lack of ownership attributes in governmen-
tal and not-for-profit organizations may indicate fraud risks for the auditor to consider in plan-
ning and conducting the audit engagement.
SAS No. 99 discusses other areas where the potential for material misstatements due to fraud
may be present. The additional areas the auditor is required to consider in assessing fraud risk are
as follows:
• Improper revenue recognition—Material misstatement due to fraud relating to revenue
recognition is presumed in the provisions of SAS No. 99.
• Risk of management override—Regardless of other identified fraud risks, provisions of
SAS No. 99 require the auditor to consider management override as a fraud risk. Specific
procedures should be performed with respect to:
— Examining journal entries and other adjustments.
— Performing retrospective reviews of accounting estimates for biases.
— Understanding the business rationale for significant unusual transactions.
Evaluation of Programs and Controls
Management of an entity is responsible for fraud prevention, detection, and deterrence. Accord-
ingly, SAS No. 99 requires the auditor to determine whether management has designed and im-
plemented programs and controls to address identified fraud risks. If such programs and controls
exist, the auditor must assess whether the programs and controls are suitably designed and oper-
ating as designed. In addition, the auditor should determine if the programs and controls mitigate
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identified fraud risks or if there are specific control deficiencies that may actually exacerbate
fraud risks.
Tip: Client personnel who originally designed either all or portions of the internal control sys-
tems may be asked to evaluate their effectiveness in preventing, deterring, and detecting fraud.
Therefore, it is important for the auditor to ascertain who designed the controls/programs of in-
terest and/or who is responsible for maintaining these systems. In these cases, the auditor should
exercise a high degree of professional skepticism as control system designers might not provide a
totally objective evaluation of their programs and controls.
Auditor Response
SAS No. 99 significantly changes how auditors are to develop appropriate responses to identified
fraud risks. In some cases, the provisions of SAS No. 99 may require the auditor to perform sig-
nificant additional audit procedures.
Responding to Assessed Risk
Auditors are to respond to the assessment of fraud risks by exercising professional skepticism in
gathering and evaluating audit evidence. Applying professional skepticism in response to identi-
fied fraud risks might involve:
• Designing additional or different audit procedures to obtain more reliable evidence.
• Obtaining additional corroboration of management’s explanations or representations
concerning material matters.
The ways in which auditors may respond to risks of material misstatement due to fraud are as
follows:
• A response having an overall effect on how the audit is conducted.
• A response to identified risks involving the nature, timing, and extent of planned auditing
procedures.
• A response involving performing certain procedures to further address fraud risk due to
management override.
In the event an auditor determines it is impractical to design audit procedures that will suffi-
ciently address the identified fraud risks, they may wish to withdraw from the engagement.
Evaluating Audit Evidence
Applying the provisions of SAS No. 99, the auditor evaluates audit evidence in the following
manner:
• Assess risks of material misstatements due to fraud throughout the audit.
• Evaluate whether analytical procedures performed as substantive tests or in the overall
review stage of the audit indicate previously unrecognized risks of material misstate-
ments due to fraud.
• Evaluate risks of material misstatements due to fraud at or near the completion of field-
work.
• Respond to misstatements that may be the result of fraud.
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Communication and Documentation
When evidence of fraud exists, the auditor is required to bring it to the attention of the appropri-
ate level of management.
Communication is required when there is “evidence that a fraud may exist”. This is not the same
as identifying fraud risk factors or observing any of the three fraud conditions delineated in SAS
No. 99.
The levels at which fraud occurs indicate the level of management to which the auditor is re-
quired to communicate the potential fraud. However, the auditor and the audit committee should
reach an understanding regarding the nature and extent of their communications related to mis-
appropriations perpetrated by lower level employees.
Provisions of SAS No. 99 require communication of potential fraud at and to the following levels
of the audit entity:
• Fraud involving senior management (regardless of materiality)—audit committee.
• Fraud causing a material misstatement in the financial statements (regardless of the level
at which it was perpetrated)—audit committee.
• Fraud involving lower level employees—management at least one level above level of
fraud.
• Reportable conditions relating to internal control—senior management and audit com-
mittee.
In some cases, the auditor may have a responsibility to report evidence of fraud to parties outside
the audit entity. Such incidents are typically not part of the auditor’s responsibility and therefore
precluded by the ethical and legal obligations of confidentiality. However, in the following in-
stances the auditor may have a responsibility to outside parties:
• To comply with certain legal and regulatory requirements.
• In response to inquiries of a successor auditor under SAS No. 84, Communications Be-
tween Predecessor and Successor Auditors (AICPA, Professional Standards, vol. 1, AU
sec. 315), as amended.
• In response to a subpoena.
• To a funding agency or other specified agency in accordance with requirements for audits
of entities receiving governmental financial assistance.
Many governmental and not-for-profit organizations receive significant amounts of governmen-
tal financial assistance. Therefore, auditors of these organizations may wish to determine during
the planning phase of the engagement whether there is a potential need to communicate to fund-
ing agencies regarding any evidence of fraud.
SAS No. 99 requires the auditor to document the following:
• Planning discussions including the preliminary brainstorming session.
• Procedures performed to identify and assess fraud risks.
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• Specific fraud risks identified including a description of the auditor’s response to said
risks.
• Reasons, if applicable, improper revenue recognition is not an identified fraud risk.
• Results of additional procedures performed to address risk of management override.
• Other conditions and analytical relationships causing the auditor to believe additional
auditing procedures or other responses were required.
• Nature of communications regarding fraud made to management, the audit committee,
and others.
Note: While on the topic of communication, it should be noted that in May 2004, SSARS
Interpretation No. 26 was issued to provide guidance on communicating possible fraud
and illegal acts in compilation or review engagements. See Appendix 3A for an excerpt
from an AICPA publication discussing the matter.
Summary
This chapter focuses on how the provisions of SAS No. 99 change the auditor’s consideration of
fraud in a financial statement audit. It points out how the requirements and guidance should be
integrated into the overall audit process. Also, this chapter discusses how auditing is a continu-
ous process of gathering, updating, and analyzing information throughout which the auditor
should exercise professional skepticism.
To summarize, SAS No. 99:
• Describes and delineates the characteristics of fraud.
• Stresses the importance of exercising professional skepticism.
• Provides guidance with respect to required communications between the auditor, client,
and others regarding fraud.
• Sets forth documentation standards related to the auditor’s consideration of fraud.
• Requires the auditor to:
— Discuss risks of material misstatement due to fraud with the engagement team.
— Obtain information needed to identify risks of material misstatement due to fraud.
— Identify risks that may result in material misstatement due to fraud.
— Assess identified fraud risks and respond to the results of the assessment.
— Evaluate the audit evidence.
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Appendix 3A
New SSARS Interpretation on Communicating Possible Fraud and Illegal Acts
In May 2004, ARSC issued SSARS Interpretation No. 26, Communicating Possible
Fraud and Illegal Acts to Management and Others (AICPA, Professional Standards, vol.
2, AR sec. 9100.26), an interpretation of SSARS No. 1, to further explain how to com-
municate about possible fraud and illegal acts. SSARS No. 1 states that you should es-
tablish an understanding with the entity, preferably in writing, regarding the services to
be performed. The understanding should provide that you will inform the appropriate
level of management of any material errors that come to your attention and any fraud or
illegal acts that come to your attention, unless they are clearly inconsequential. SSARS
Interpretation No. 26 addresses what steps should be taken in performing the required
communication when, during the performance of a compilation or a review engagement,
you suspect that a fraud or an illegal act may have occurred.
According to SSARS Interpretation No. 26, when you suspect that a fraud or an illegal
act may have occurred, you should communicate the matter, unless clearly inconsequen-
tial, to an appropriate level of management. If the suspected fraud or illegal act involves
senior management, the matter should be communicated to an individual or group at the
highest level within the entity, such as the manager (owner) or the board of directors.
When the suspected fraud or illegal act involves an owner of the business, you should
consider resigning from the engagement. Additionally, you should consider consulting
with your legal counsel and insurance provider whenever fraud or an illegal act is sus-
pected.
The Interpretation states that you do not need to perform additional procedures to ascer-
tain whether fraud or an illegal act, in fact, occurred or the probability that fraud or an
illegal act occurred. However, you should consider the impact of the suspected matter on
your ability to perform inquiries and other review procedures, such as obtaining a man-
agement representation letter. You should also keep in mind that the purpose of the re-
view is to express limited assurance that there are no material modifications that should
be made to the financial statements in order for the statements to be in conformity with
GAAP.
The disclosure of possible fraud or illegal act to parties other than the client’s senior
management ordinarily is not part of your responsibility and, ordinarily, you would be
precluded by your ethical or legal obligations of confidentiality. You should recognize,
however, that a duty to disclose to parties outside of the entity may exist under the fol-
lowing circumstances:
• In order to comply with certain legal and regulatory requirements
• In order to inform a successor accountant if the successor accountant decides to
communicate with the predecessor accountant in accordance with SSARS No. 4,
Communications Between Predecessor and Successor Accountants (AICPA,
Professional Standards, vol. 2, AR sec. 400), regarding acceptance of an en-
gagement to compile or review the financial statements of a nonpublic entity
• In order to respond to a subpoena
Because potential conflicts between your ethical and legal obligations for confidentiality
of client matters may be complex, you may wish to consult with legal counsel before dis-
cussing such matters with parties outside the client.
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Revised Illustrative Management Representation Letter
In August 2004, the ARSC issued revisions to the illustrative representation letter for re-
view engagements provided in Appendix F, “Review of Financial Statements—Illustra-
tive Representation Letter,” of SSARS No. 1 (AICPA, Professional Standards, vol. 2,
AR sec. 100.66). The illustrative representation letter has been revised to:
• Clarify that the date of the representation letter should be the date that the letter is
presented and signed by the client. In no event should the letter be presented and
signed prior to completion of the review.
• Clarify the terms identification of financial statements, dates, and periods of review
in the opening paragraph of the illustrative representation letter.
• Clarify that the representations should be made as of the date of the accountant’s re-
view report.
• Include the representations required by SSARS No. 10 regarding fraud.
• Include an additional representation regarding the client’s acceptance of adjusting
journal entries.
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Chapter 4
Applying SAS No. 99 in the
Governmental Environment
Chapter Overview
This chapter will identify and analyze how to:
• Understand how the requirements of Statement on Auditing Standards (SAS) No. 99,
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 316), specifically apply to audits of governmental organizations.
Professional Skepticism in Governmental Engagements
Due professional care related to the consideration of fraud in a financial statement audit is char-
acterized as professional skepticism under the guidance set forth in SAS No. 99. Professional
skepticism is an attitude that is to be present throughout and during all aspects of the audit en-
gagement. It requires the entire engagement team to have a questioning mind and to critically
assess audit evidence.
Some governmental organizations are required by state statute, local ordinance, or policy to per-
iodically rotate auditors. However, for many governmental organizations, no such mandatory
rotation of auditors is required.
Often, long term and/or close relationships develop between the auditor and the governmental
organization due to the following:
• No requirement to rotate auditors exists.
• In some geographic locations, especially rural areas, there may be only one or a limited
number of firms meeting the qualifications to audit governmental organizations.
• The very nature of personal or business relationships formed as a result of the political
process and/or environment.
For those auditors with long-term and/or close relationships with their governmental clients, it
may prove difficult to adopt the required level of professional skepticism. Even when auditors
feel they have assumed the level of professional skepticism required by SAS No. 99, the “ap-
pearance” of professional skepticism may not be apparent to those outside the audit firm.
Some audit firms have a limited number of professionals with the requisite training and experi-
ence to work on audit engagements of governmental organizations. This may result in them
being assigned to the audit of a particular governmental organization for a number of years in a
variety of professional staff capacities.
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Long term auditor-client relationships and/or multi-year assignment of professional staff to a
particular audit entity may give the auditor a false sense of security with respect to the govern-
mental organization under audit. In these situations (whether or not a long term relationship ex-
ists between the auditor and the governmental organization), engagement and/or firm staff may
believe client personnel to be honest and to act with integrity. Because it may be difficult for
audit staff members to exercise appropriate professional skepticism in these circumstances, the
engagement team should constantly strive to put aside past relationships with the governmental
organization.
Common Areas of Interest
With respect to the consideration of fraud, audits of governmental organizations share a number
of areas in common with audits of for profit entities. The common areas of interest to the auditor
considering fraud in governmental organizations are:
• Overstatement of earnings/increases in net assets.
• Fictitious revenues.
• Improper revenue recognition.
• Understatement of expenses/expenditures.
• Overstatement of assets.
• Understatement of allowances for receivables.
• Overstatement of inventories due to inclusion of obsolete goods.
• Overstatement of property values and creation of fictitious assets.
The “process” of fraud is the same whether it occurs in governmental organizations or for profit
entities. Typically, fraud occurs in the following three-step process:
• The fraud is committed.
• Perpetrators receive the benefits of the fraud.
• The fraud is concealed.
Auditors do not usually observe fraud as it is committed nor do they often recognize when the
perpetrator of fraud realizes its benefits. In most cases, auditors detect fraud when, or after, the
perpetrator attempts to conceal the fraudulent act. Therefore, audit procedures should be planned
and performed accordingly.
Unique Areas of Concern in Governmental Engagements
There are a number of areas of concern that are unique to governmental organizations with
respect to the consideration of fraud in financial statement audits. Some of these unique areas,
generally universal to the consideration of fraud in audits of governmental organizations, are as
follows:
• Fund accounting.
• Interfund transactions, loans, and advances.
Applying SAS No. 99 in the Governmental Environment
4-3
• Functional allocation of expenses at the government-wide level.
• Internal accounting controls.
• Repeat reportable conditions and/or management letter comments.
Fund Accounting
Using the fund structure, governmental organizations are able to conceal, misrepresent, or ma-
nipulate transactions whether with the intent to defraud or not. Many governmental officials and
employees find it easy to rationalize improper fund transactions and/or accounting for a number
of reasons including the following:
• Maintains current tax levels.
• Maintains current user fee levels.
• The belief that no one understands fund accounting.
• The belief that all financial resources should be available for all operations of the gov-
ernmental organization regardless of external restrictions.
Interfund Transactions
Interfund transactions can be used to conceal a number of irregularities and may result in fraud-
ulent financial reporting if not detected. Examples of potentially fraudulent transactions include
offsetting operating losses in business type activities, concealing budget shortfalls, infusing
working capital to meet bond covenant ratios, and a number of other transactions. Provisions of
Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial
Statements—and Management’s Discussion and Analysis—for State and Local Governments, as
amended, require disclosure of interfund transactions by balances and purpose.
Functional Allocation of Expenses
GASB Statement No. 34 requires the reporting of expenses at the government-wide level by
functional classification in the statement of activities. In the statement of activities, functional
expenses are offset by specifically identifiable grants (operating and capital) and charges for
services. Some governmental agencies may misstate functional amounts to circumvent legal re-
quirements or to comply with grant provisions or bond covenants.
For example, some states may restrict the amount of building permit revenues to the costs of
providing protective inspection services and the related administrative costs. In these states, ex-
cess building permit revenues must be returned to the community or the permit holder(s). This
might be a concern for a particular local governmental organization if they are experiencing a
sustained high level of growth and/or operate very efficiently. In these cases, it is possible build-
ing permit fees could exceed the cost of providing protective inspection services.
Internal Accounting Controls
As in audits of for profit entities, internal accounting controls are also of concern in audits of
governmental organizations. Somewhat unique to the internal control structure of many govern-
mental organizations is the lack of staff or the lack of qualified staff in administrative and/or
accounting and finance functions. This results usually in improper segregation of duties, a high
level of error in recording transactions, and missing or ineffective control systems.
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Another unique aspect of governmental organizations with respect to the consideration of fraud,
is that of employee compensation and longevity. Typically, many employee classes in the public
sector are paid less than their counterparts in the private sector. Ironically, public sector employ-
ees tend to have greater time in position and increased overall longevity. These factors consid-
ered with limited administrative and/or accounting and finance functions represent textbook
conditions for fraud.
Repeat Reportable Conditions and Management Letter Comments
Many of the internal control weaknesses discussed above often result in reportable conditions. In
some governmental organizations, there is a strong mindset toward providing services to stake-
holders at the expense of administrative support functions. As a result, reportable conditions may
continue to exist for a number of years. This may also hold true for management letter comments
repeated from year to year.
From an audit planning perspective, the auditor of a governmental organization may need to con-
sider these situations as fraud risk factors. The reasons for not implementing management letter
recommendations or not correcting reportable conditions may indicate an attitude of rationaliza-
tion throughout the entire governmental organization. Additionally, the continued existence of
missing or ineffective internal controls might create incentives and/or opportunities for fraud to
occur.
Other Unique Areas of Concern
The following areas are also of concern in audits of governmental organizations:
• Availability and training of the firm’s governmental audit staff.
• Exercise of professional skepticism.
Government auditing standards require audit engagement team members to have a certain num-
ber of continuing education hours in governmental accounting and auditing topics. Many states
mirror these requirements or have adopted their own continuing education requirements for
auditors of governmental organizations. As such, having adequate professional staff for govern-
mental audit engagements may be a challenge for some audit firms and especially small audit
firms.
This is a great concern when considered in light of the SAS No. 99 requirement related to the
exercise of professional skepticism. It is often difficult for auditors to exercise the proper level of
professional skepticism throughout an audit engagement when they have been on the engage-
ment team for a number of years.
Identification of Fraud Risks in
Governmental Engagements
The Fraud Triangle
As mentioned in the previous chapter, the conditions under which fraud generally occurs deline-
ated in SAS No. 99 as the “fraud triangle” are incentive or pressure, opportunity, and rationali-
zation or attitude.
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Incentive or Pressure
Employees of governmental organizations are under constant pressure to provide more and/or
higher quality services with fewer resources. When the economy is in decline, there is added
pressure on governmental organizations to maintain current tax rates and user charges. This
places pressure on the management of governmental organizations to meet or improve upon
budgeted amounts. An incentive to overstate revenues or to understate expenses/expenditures
may be created by this pressure.
Opportunity
As stated previously, the lack of personnel or the lack of sufficiently qualified personnel is
prevalent in administrative and/or accounting and finance functions in governmental organiza-
tions. The resulting lack of or ineffective internal controls creates opportunities for fraud.
Governmental organizations often have a number of locations taking cash in payment of services
such as recreation centers, police departments, libraries, etc. Lacking or ineffective controls cre-
ate opportunities for fraud in these areas also. It is highly likely the amounts of many of these
revenues are not material to the financial statements of the governmental organization taken as a
whole. However, one of the objectives of financial reporting for governmental organizations is
public accountability. Situations such as these, while not material to the financial statements, are
material to public accountability.
Rationalization or Attitude
Employees of governmental organizations are often paid less than their counterparts in the pri-
vate sector. This, coupled with the pressure to continue to provide a high level of service, may
create an environment in which employees are able to rationalize perpetrating fraud. Some em-
ployees of governmental organizations often rationalize the misappropriation of governmental
assets as compensation for their low salary levels. Again, such situations may not result in mate-
rial misstatements of financial amounts. They are, however, violations of the public trust and
serve as a measure of accountability.
Preliminary Considerations of Fraud
In order to identify the risk of material misstatements due to fraud, SAS No. 99 requires the
auditor to provide for the preliminary consideration and evaluation of fraud risks through:
• Consideration of potential fraud risks
• Assessment of potential fraud risks
• Identification of fraud risks
• Evaluation of programs and controls
Issues Related to the Preliminary Considerations of Fraud
It may be difficult for the auditor to determine who within the governmental organization should
respond to the inquiries related to fraud. After appropriate management personnel and others
have been identified, the auditor is then challenged to ascertain whether truthful responses will
be given to their inquiries. For some individuals, it is difficult for them to think of their employ-
ees or coworkers as dishonest or willing to commit fraud.
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When making client inquiries as to fraud, auditors might need to look at employees of the gov-
ernmental organization not previously considered appropriate for such inquiries. It is often at
lower levels of an organization that an auditor might find employees willing to honestly discuss
fraud and potential fraud areas within their governmental organizations. Auditors in charge of the
engagement should consider who on the engagement team might be more effective at interview-
ing client staff as to fraud. For example, some older employees might be more forthcoming with
a seasoned engagement team member.
In small and medium governmental organizations, especially, there may be few, if any, manage-
ment employees with sufficient knowledge to respond to the auditor’s inquiries. The auditor may
find it necessary to identify who should respond and then educate them regarding certain aspects
of fraud. This may be extremely challenging for the auditor depending on how wide the “expec-
tation gap” might be.
Another challenge for the auditor of governmental organizations relates to preliminary analytical
procedures. Many governments do not record transactions during the year on a GAAP basis. For
preliminary analytical procedures, this might create “unexpected” relationships for the auditor. In
some cases, interim information might be so incomplete as to make preliminary analytical proce-
dures highly ineffective.
Additional Issues Related to the Preliminary Considerations of Fraud
Historically, CPAs have been very good at identifying the presence of fraud risk factors but not
as good at designing effective audit procedures to respond to the fraud risk factors they identi-
fied. To design effective audit procedures to respond to identified fraud risk factors, the CPA
must adequately assess, or synthesize, the identified fraud risks. The process of assessment, or
synthesis, is the link between identifying fraud risks and responding to them.
Identified fraud risks should be assessed, that is, synthesized, in order to determine:
• Where the audit entity is most vulnerable to material misstatement due to fraud.
• The types of fraud most likely to occur within the entity.
• How material misstatements are likely to be concealed.
To effectively assess, or synthesize, fraud risk, the auditor should apply the “fraud triangle” to
the audit entity. This process is done in the preliminary stages of the audit planning process but
also continues throughout the entire audit engagement. Once identified, the auditor should de-
termine whether the identified risks are related to either:
• Specific accounts or transactions, or
• The financial statements as a whole.
Controls
Governmental organizations may not have staff with the requisite expertise to design effective
fraud prevention, detection, and deterrence programs. Additionally, in governmental organiza-
tions, there may be too few administrative and/or accounting and finance personnel to design,
implement, administer, and monitor such programs and controls.
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Responding to Assessed Risk in
Governmental Engagements
Auditors are to respond to the assessment of fraud risks in governmental organizations by exer-
cising professional skepticism in gathering and evaluating audit evidence. Applying professional
skepticism in response to fraud risks identified in audits of governmental organizations might
involve:
• Designing additional or different audit procedures to obtain more reliable evidence.
• Obtaining additional corroboration of management’s explanations or representations
concerning material matters.
The ways in which auditors may respond to risks of material misstatement due to fraud are as
follows:
• A response having an overall effect on how the audit is conducted.
• A response to identified risks involving the nature, timing, and extent of planned auditing
procedures.
• A response involving performing certain procedures to further address fraud risk due to
management override.
In the event an auditor determines it is impractical to design audit procedures that will suffi-
ciently address the identified fraud risks, they may wish to withdraw from the engagement.
Overall Responses
The overall response to judgments regarding the risk of material misstatements due to fraud
affects audits of governmental organizations in the following manner:
• Assignment of personnel and supervision—Because of limited qualified governmental
auditors, this could be difficult for the auditor.
• Choice of accounting principles—In light of the requirements of GASB Statement
No. 34, the auditor will need to review a number of accounting choices made by their
governmental organization clients.
• Predictability of auditing procedures—This is especially difficult when a long-term
client relationship exists and it is exacerbated with the tendency toward longevity in
employees of governmental organizations.
Response to Address Specific Accounts or Classes of Transactions
Typically, responses to address the risk of material misstatements due to fraud in specific ac-
counts or classes of transactions relate to audit procedure modification in the following areas:
• Nature.
• Timing.
• Extent.
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Contracts between the auditor and the governmental organizations may be fixed as to fee and/or
restrictive as to completion deadlines. In the absence of such contractual constraints, statutory or
grantor requirements may necessitate an absolute date for reports to be submitted/completed. The
auditor has to balance these restrictions with professional standards to determine whether a scope
limitation may exist.
SAS No. 99 provides additional guidance related to other specific areas where the risk of mate-
rial misstatements due to fraud might exist. With respect to audits of governmental organizations
these additional areas are:
• Revenue recognition.
• Accounting estimates.
Because of the large number of grants or other intergovernmental revenues common to most
governmental organizations, revenue recognition may be of particular concern to the auditor
with respect to the consideration of fraud. The concern here is more with misstatements due to
fraudulent financial reporting than misappropriation of assets. Generally accepted accounting
principles related to recording exchange and non-exchange transactions contribute to the issue of
proper revenue recognition in governmental organizations.
However, it is possible that in some governments, revenue recognition may not be a fraud risk
area from the perspective of misappropriation of assets. In some localities, all material revenues
are received via electronic funds transfers or checks on a periodic basis from another govern-
mental agency. This holds true for municipal property taxes in a number of states where the
county acts as the tax assessor and collector for all taxing authorities within its jurisdiction. For
many governments, revenues received in cash or at offsite locations with few internal controls
are often immaterial to the financial statements taken as a whole.
Accounting estimates made by governmental organizations are also of particular concern to the
auditor with respect to the consideration of fraud. From a fraudulent financial reporting perspec-
tive, the accounting estimates made by governmental organizations of concern to auditors relate
to:
• Allowances for material uncollectable receivables such as taxes, special assessments, and
customer receivables.
• Estimated useful lives of capital assets.
• Assessed condition of infrastructure assets if using the modified approach.
• Actuarial valuations of pension and other post-employment benefit obligations.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Functional allocations of direct and indirect costs.
Inventories are also identified in SAS No. 99 as an area warranting additional attention regarding
the consideration of fraud. However, in most governmental organizations, inventories are not
material to the financial statements taken as a whole. In the event a governmental organization
has material inventories and/or they are considered a fraud risk area, the auditor should consult
SAS No. 99 for guidance in this area.
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Assessing Management Override
Most business of governmental organizations is conducted in full view of the government.
Therefore, it may appear that consideration of management override with respect to fraud re-
quires little attention in audits of governmental organizations. However, because of the ease with
which management may be able to access data and systems and the reluctance of employees to
discuss management abuses of such, it is an area of concern for the auditor.
To assist the auditor in evaluating the risk of management override of controls, SAS No. 99 de-
lineates required procedures for the auditor. Specific procedures should be performed with
respect to:
• Examining journal entries and other adjustments.
• Performing retrospective reviews of accounting estimates for biases.
• Understanding the business rationale for significant unusual transactions.
Journal Entries
With respect to journal entries made by governmental organizations, the auditor will be required
to understand the financial reporting process. This includes determining what reports are given to
decision makers, the frequency of the reports, and how they are prepared. For example, are
elected officials given quarterly reports prepared in a spread sheet program; and, if so, are
amounts the same as those generated by the entity’s financial management system? Is multiyear
financial data in periodic operating reports to officials, creditors, and other stakeholders adjusted
for inflation or changes in the consumer price index (CPI)?
Auditors should also review the procedures related to journal entries made by the governmental
organization. In some governmental organizations, outdated financial management systems often
necessitate manual entry of summary transaction data into a general ledger system. Inquiries
should include who is authorized to prepare and post journal entries, what approvals are required
and by whom, and do adequate explanations accompany the adjustments? Because of the missing
or ineffective internal control systems, the auditor may find few controls related to journal en-
tries made by governmental organizations.
Accounting Estimates
Fraudulent financial reporting is often the result of intentional misstatements of accounting
estimates by management or others. The auditor of the governmental organization is primarily
concerned with estimates related to:
• Allowances for material uncollectable receivables such as taxes, special assessments, and
customer receivables.
• Estimated useful lives of capital assets.
• Assessed condition of infrastructure assets if using the modified approach.
• Actuarial valuations of pension and other post-employment benefit obligations.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Functional allocations of direct and indirect costs.
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Additionally, auditors should be concerned with how taxable property values are calculated, if
applicable. Estimates of budgeted revenues should also be reviewed for potential manipulation as
well as how they compare to actual results. It is not uncommon for governmental organizations
to be overly optimistic in their revenue estimates or less than generous with expenditure alloca-
tions. In these cases, the auditor is primarily concerned with public accountability with respect
to:
• Balanced budget requirements.
• Ability to continue to finance current services.
• Meeting bond and other debt obligations when due.
Business Rationale for Significant Unusual Transactions
Auditors should understand the business rationale underlying significant transactions that are un-
usual or outside the normal course of business. Because of the political nature of governmental
organizations, the auditor might wish to focus on significant unusual transactions. The lack of
expertise or professional staff in small or medium governmental organizations might uninten-
tionally lead them into significant unusual transactions with potentially negative results.
With respect to audits of governmental organizations, possible significant transactions and re-
lated auditor questions might include:
• Economic development incentives—Who ultimately benefits? Were multiyear projections
used in the decision process? Were multiyear projections discounted to present value?
Were discount rates reasonable? Were grant funds involved? Was the transaction predi-
cated on performance objectives? Was the transaction arm’s-length?
• Onerous provisions in union contracts—What negative impacts will be felt in other ar-
eas? Will this lead to other unions having the same expectations? Why were the conces-
sions necessary?
• Real estate purchases or sales—Were permanent assets sold and, if so, why? What is the
intended use for the proceeds of the sale? What is the intended use of the real estate
purchased? Are environmental liabilities assumed/transferred? And, was the real estate
sold purchased in whole or in part with grant funds? Was the transaction arm’s-length?
• Land swaps—What was the use of the land given up? What is the intended use of the
land received? Are environmental liabilities assumed/transferred? And, was the real
estate sold purchased in whole or in part with grant funds? Was the transaction arm’s-
length?
• Granting of easements—What was the business purpose? Was it an exchange transaction
and, if not, why? Was the transaction arm’s-length?
• Public/private partnerships—Who ultimately benefits? Were multiyear projections used
in the decision process? Were multiyear projections discounted to present value? Were
discount rates reasonable? Was the transaction predicated on performance objectives?
And, was the transaction arm’s-length?
• Privatizing of governmental services—Who ultimately benefits? Were multiyear projec-
tions used in the decision process? Were multiyear projections discounted to present
value? Were discount rates reasonable? Were government owned capital assets trans-
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ferred to the new service provider and, if so, were any purchased with grant funds? Was
the transaction predicated on performance objectives? Will service levels improve or
remain unchanged? Does the transaction make business sense? Was the transaction
arm’s-length?
• Early extinguishment of debt—Was an economic benefit received? What benefit was
received if no economic benefit was received? Was the transaction arm’s-length?
Evaluating Audit Evidence in
Governmental Engagements
As mentioned previously, the auditor typically detects fraud during the “concealment” step in the
three-step fraud process. The concealment or lack of concealment, of fraudulent transactions
most often is reflected by:
• Discrepancies in the accounting records—Lack of supporting documentation.
• Conflicting or missing evidential matter—Missing documentation or inconsistent docu-
mentation.
• Problematic or unusual relationships between the auditor and the client—Unusual delays
in providing requested information.
The auditor should document the observance of any or all of the situations above. However, the
existence of these circumstances may not necessarily indicate the concealment, or lack of con-
cealment, of fraudulent transactions. This would be especially true in small or medium govern-
mental organizations where administrative and/or accounting and finance staff is limited in num-
ber, experience, and/or expertise.
Audit procedures should exist to determine if any observations of these circumstances indicate
the concealment, or lack of concealment, of fraudulent transactions. Effective methods by which
to evaluate if any such noted situations might indicate material misstatements due to fraud in-
clude:
• Analytical procedures conducted as substantive procedures as part of the overall review
stage of the audit.
• Brainstorming sessions with all members of the audit engagement team at or near the end
of the engagement to discuss the magnitude and collective significance of any such ob-
servations.
Communication and Documentation in
Governmental Engagements
SAS No. 99 requires documentation of a number of audit procedures as well as consideration of
audit planning issues and fraud risk identification and assessment. The nature of auditor commu-
nications with the audit entity regarding fraud are required to be documented under the guidance
in SAS No. 99. This includes auditor communications with management, the audit committee,
and others.
In some governmental organizations, it may be difficult for the auditor to differentiate between
senior management and nonsenior management employees. The auditor may also find it difficult
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to discern the appropriate level of management to whom fraud involving lower level employees
is to be communicated. As part of the audit planning process, the engagement team should:
• Obtain a detailed organizational chart.
• Determine the various levels within departmental and organizational chains of command.
• Obtain management’s written representation as to the appropriateness of the identified
chains of command.
• Determine the levels at which the audit committee wishes to be informed of the potential
existence of fraud.
Communication With Third Parties
In some cases, the auditor of governmental organizations may have a responsibility to report evi-
dence of fraud to parties outside the audit entity. Such incidents are typically not part of the
auditor’s responsibility and therefore precluded by the ethical and legal obligations of confiden-
tiality. However, in the following instances the auditor may have a responsibility to outside par-
ties:
• To comply with certain legal and regulatory requirements.
• In response to inquiries of a successor auditor under SAS No. 84, Communications Be-
tween Predecessor and Successor Auditors (AICPA, Professional Standards, vol. 1, AU
sec. 315), as amended.
• In response to a subpoena.
• To a funding agency or other specified agency in accordance with requirements for audits
of entities receiving governmental financial assistance.
Many state and local governmental organizations receive significant amounts of financial assis-
tance from the federal government. At the local government level, significant intergovernmental
revenues may also be received from the state. During the planning phase of the engagement, the
auditor of these organizations should determine whether there is a need to communicate to these
agencies should any evidence of fraud be found to exist.
Special Concerns in Audits of Governmental Organizations
In states where public records laws exist, the auditor should seriously consider the form of com-
munication to be used to convey the potential existence of fraud to the governmental organiza-
tion. SAS No. 99 requires communication, to some level of the audit entity, whenever the auditor
has determined there is evidence that a fraud may exist.
For audits of governmental organizations, the use of the word “may” with respect to the exis-
tence of fraud is critical when considering the form of auditor communication. The auditor may
wish to communicate with the governmental organization in person rather than in writing. In this
manner, no public record is created that could later be used in a controversial manner, out of
context, or by those not familiar with the entire situation.
With respect to in person meetings, auditors should be aware of legal definitions and require-
ments related to “public meetings” in the particular jurisdiction of the governmental organization
under audit. In the event the auditor has determined it necessary to communicate to parties out-
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side the governmental organization under audit, the legal requirements, if any, related to public
meetings of the outside third party should also be ascertained by the auditor. Additionally, in al-
most all states, the requirements of the Americans with Disabilities Act are to be followed in the
noticing and conduct of public meetings.
In some states, the meeting of two or more elected or appointed officials for the purposes of dis-
cussing business of the governmental organization constitutes a “public meeting.” Most states
require that a notice of, and an agenda for, a public meeting be posted at least 24 or more hours
in advance of the meeting. Additionally, some states require that a written record (i.e., minutes)
of the proceedings be made and available for public inspection within a certain number days af-
ter the meeting.
As such, a meeting to communicate evidence that a fraud may exist to the audit committee of the
governmental organization (whether it is the governing body or a volunteer board appointed by
the governing body) may constitute a public meeting. The simple act of the auditor to meet two
members of the audit committee for lunch to discuss potential fraud may also constitute a public
meeting in some states.
Some governmental organizations make a practice of tape recording management staff meetings
in lieu of, or as support for, written minutes. Auditors should determine if this is the case before
scheduling meetings with management when required under SAS No. 99 to discuss potential
fraud.
The issues related to “government in the sunshine,” notice and documentation of public meet-
ings, and what constitutes a public meeting vary from state to state. Audit evidence that a fraud
may exist is sensitive information subject to misinterpretation by others if taken out of context or
otherwise misunderstood. Therefore, the auditor should exercise informed professional judgment
in determining the venue and/or format for communicating evidence that a fraud may exist to
appropriate levels of a governmental organization.
Summary
This chapter focuses on applying the provisions of SAS No. 99 to audits of the financial state-
ments of governmental organizations. It points out areas of concern for the auditor that are simi-
lar to financial statement audits of both governmental and for profit organizations. Also, this
chapter discusses areas of concern for the auditor that are unique to audits of the financial state-
ments of governmental organizations. The unique areas are:
• Fund accounting.
• Interfund transactions, loans, and advances.
• Functional allocation of expenses at the government-wide level.
• Internal accounting controls.
• Repeat reportable conditions and/or management letter comments.
Specific concerns relating to management override in governmental organizations are also an
area of focus in this chapter. Particular attention is given to those areas unique to governmental
organizations where the auditor is required under SAS No. 99 to assess the business rational for
significant or unusual transactions. This chapter also brings attention to the issues associated
with “communicating” and “documenting” fraud in governmental organizations.
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Chapter 5
Applying SAS No. 99 in the
Not-for-Profit Environment
Chapter Overview
This chapter will identify and analyze how to:
• Understand how the requirements of Statement on Auditing Standards (SAS) No. 99,
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 316), apply to audits of not-for-profit organizations.
Professional Skepticism in Not-for-Profit Engagements
As stated in the previous chapters, due professional care related to the consideration of fraud in a
financial statement audit is characterized as professional skepticism under the guidance set forth
in SAS No. 99. Professional skepticism is an attitude that is to be present throughout and during
all aspects of the audit engagement. It requires the entire engagement team to have a questioning
mind and to critically assess audit evidence.
Some not-for-profit organizations may be required by their own policies or bylaws to periodi-
cally rotate auditors. In some cases, not-for-profit organizations representing independent local
affiliates of a national organization, may be required by the national organization to rotate audi-
tors. However, for many not-for-profit organizations, no such mandatory rotation of auditors is
required.
Similar to governmental organizations, long term and/or close relationships often develop be-
tween the auditor and the not-for-profit organization due to the following:
• No requirement to rotate auditors exists.
• In some geographic locations, especially rural areas, there may be only one or a limited
number of firms meeting the qualifications to audit not-for-profit organizations.
• Members of the audit firm may have friendships with those involved in the board of di-
rectors of the not-for-profit organization or otherwise involved with the organization in a
volunteer capacity.
For those auditors with long-term and/or close relationships with their not-for-profit clients, it
may prove difficult to adopt the required level of professional skepticism. Even when auditors
feel they have assumed the level of professional skepticism required by SAS No. 99, the “ap-
pearance” of professional skepticism may not be apparent to those outside the audit firm.
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Some audit firms have a limited number of professionals with the requisite training and experi-
ence to work on audit engagements of not-for-profit organizations. This may result in them being
assigned to the audit of a particular not-for-profit organization for a number of years in a variety
of professional staff capacities.
Long-term auditor-client relationships and/or multiyear assignment of professional staff to a par-
ticular audit entity may give the auditor a false sense of security with respect to the not-for-profit
organization under audit. In these situations (whether or not a long-term relationship exists be-
tween the auditor and the not-for-profit organization), engagement and/or firm staff may believe
client personnel to be honest and to act with integrity. Because it may be difficult for audit staff
members to exercise appropriate professional skepticism in these circumstances, the engagement
team should constantly strive to put aside past relationships with the not-for-profit organization.
Common Areas of Interest
With respect to the consideration of fraud, audits of not-for-profit organizations share a number
of areas in common with audits of for profit entities. The common areas of interest to the auditor
considering fraud in not-for-profit organizations are:
• Overstatement of earnings/increases in net assets.
• Fictitious revenues.
• Improper revenue recognition.
• Understatement of expenses/expenditures.
• Overstatement of assets.
• Understatement of allowances for receivables.
• Overstatement of inventories due to inclusion of obsolete goods.
• Overstatement of property values and creation of fictitious assets.
The “process” of fraud is the same whether it occurs in not-for-profit organizations or for profit
entities. Typically, fraud occurs in the following three step process:
• The fraud is committed.
• Perpetrators receive the benefits of the fraud.
• The fraud is concealed.
Auditors do not usually observe fraud as it is committed nor do they often recognize when the
perpetrator of fraud realizes its benefits. In most cases, auditors detect fraud when, or after, the
perpetrator attempts to conceal the fraudulent act. Therefore, audit procedures should be planned
and performed accordingly.
Unique Areas of Concern in Not-for-Profit Engagements
There are a number of areas of concern that are unique to not-for-profit organizations with re-
spect to the consideration of fraud in financial statement audits. Some of these unique areas gen-
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erally universal to the consideration of fraud in audits of not-for-profit organizations are as fol-
lows:
• Contributions received from resource providers.
• Goods or services not provided at a profit.
• Lack of ownership interests.
• Related party transactions.
• Functional allocation of expenses.
• Internal accounting controls
• Repeat reportable conditions and/or management letter comments.
• Split-interest agreements.
Significant Contributions
Not-for-profit organizations often rely on contributions from individuals and businesses to fund
the services they provide as part of their mission. Such contributions are often significant to the
total resources available to the not-for-profit organization. Those providing resources to a not-
for-profit organization make their contributions with no expectation of financial or other remu-
neration.
In addition, contributions or grant monies received by a not-for-profit organization may be sub-
ject to donor restrictions imposing time or use restrictions either on a temporary or permanent
basis. Such contributions are required to be classified as restricted until the restriction has been
lifted or satisfied.
Valuable and sometimes significant services are contributed on behalf of or for the benefit of the
not-for-profit organization or the clients it serves. Depending on the type of contributed services,
they are required to be either recorded in the financial statements or disclosed in the notes to the
financial statements.
Lack of a Profit Motive
Not-for-profit organizations are organized for and operated to achieve a particular mission
rather than to make a profit from their operations. It is this dedication to mission that drives the
operations of most not-for-profit organizations. In furtherance of their missions, not-for-profit
organizations typically provide goods and/or services to the community in many cases, without
regard to how much is paid by those receiving the goods or services. Even in cases where the
not-for-profit organization intends to recover its costs with fees/charges, not all costs are in-
cluded in determining the fee structure.
Ownership Interests
Not-for-profit organizations do not have stockholders; therefore, the equity in the not-for-profit
organization is represented by its net assets. Because there are no “owners” in a not-for-profit
organization, no “owners” exist to protect the net assets of the not-for-profit organization.
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Related Party Transactions
In a number of not-for-profit organizations, individuals are selected to serve on the board of di-
rectors based on the financial or economic resources available to them in other capacities. At
times, management of the not-for-profit organization draws on these connections in securing fi-
nancial, human, or capital resources. These types of transactions may represent below market
transactions or may not be arm’s length in nature. In any event, such transactions may require
disclosure in the financial statements as related party transactions.
Local independent not-for-profit organizations may be affiliated with regional, national, or inter-
national not-for-profit organizations. Transactions with and among these entities may require
disclosure in the financial statements as related party transactions.
Functional Allocation of Expenses
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 117, Financial Statements of Not-for-Profit Organizations, requires not-for-profit voluntary
health and welfare organizations to report expenses by their functional and natural classifications
in a matrix format. Other not-for-profit organizations are required by FASB Statement No. 117
to report expenses by functional classifications and are encouraged to provide information about
their natural expense classification. Some not-for-profit organizations may misstate functional
amounts to circumvent Internal Revenue Service (IRS) requirements or to comply with grant
provisions or debt covenants.
Internal Accounting Controls
As in audits of for profit entities, internal accounting controls are also of concern in audits of not-
for-profit organizations. Somewhat unique to the internal control structure of many not-for-profit
organizations is the lack of staff or the lack of qualified staff in administrative and/or accounting
and finance functions. This results usually in improper segregation of duties, a high level of error
in recording transactions, and missing or ineffective control systems.
Another unique aspect of not-for-profit organizations with respect to the consideration of fraud is
that of employee compensation and turnover. Typically, employees of not-for-profit organiza-
tions are paid less than their counterparts in the private sector. This is especially true for admin-
istrative or overhead type positions. As a result, employee turnover in these types of positions
may be high when compared to for profit organizations. These factors considered with limited
administrative and/or accounting and finance functions represent textbook conditions for fraud.
Repeat Reportable Conditions and Management Letter Comments
Many of the internal control weaknesses discussed above often result in reportable conditions. In
most not-for-profit organizations there is a strong mindset toward providing services to achieve
the mission of the organization at the expense of administrative support functions. As a result,
reportable conditions may continue to exist for a number of years. This may also hold true for
management letter comments repeated from year to year.
From an audit planning perspective, the auditor of a not-for-profit organization may need to con-
sider these situations as fraud risk factors. The reasons for not implementing management letter
recommendations or not correcting reportable conditions may indicate an attitude of rationaliza-
Applying SAS No. 99 in the Not-for-Profit Environment
5-5
tion throughout the entire not-for-profit organization. Additionally, the continued existence of
missing or ineffective internal controls might create incentives and/or opportunities for fraud to
occur.
Split-Interest Agreements
Donors may enter into trust agreements or other arrangements wherein a not-for-profit organiza-
tion may receive benefits that are shared with other organizations. Terms of these arrangements
may be revocable by the donor in certain situations. These agreements may exist for either a fi-
nite number of years, in perpetuity, or for the remaining life of a specific individual.
Split-interest agreements present revenue recognition issues for the not-for-profit organization
and the auditor. Such agreements are usually of the following types:
• Charitable lead trusts.
• Perpetual trusts held by third parties.
• Charitable remainder trusts.
• Charitable gift annuities.
• Pooled (life) income funds.
Other Unique Areas of Concern
Also of concern to the auditor in audits of not-for-profit organizations are the following:
• Availability and training of the firm’s not-for-profit audit staff.
• Exercise of professional skepticism.
Not-for-profit organizations receiving Federal financial assistance either directly or indirectly
may be subject to the audit requirements of the Government Accountability Office (GAO). These
auditing standards require audit engagement team members to have a certain number of con-
tinuing education hours in governmental and/or not-for-profit accounting and auditing topics.
Many states mirror these requirements or have adopted their own continuing education require-
ments for auditors of not-for-profit organizations. As such, having adequate professional staff for
not-for-profit audit engagements may be a challenge for some audit firms and especially small
audit firms.
This is a great concern when considered in light of the SAS No. 99 requirement related to the
exercise of professional skepticism. It is often difficult for auditors to exercise the proper level of
professional skepticism throughout an audit engagement when they have been on the engage-
ment team for a number of years.
Identification of Fraud Risks in Not-for-Profit Engagements
The Fraud Triangle
As mentioned in Chapter 3, “Professional Standards: Concepts, Requirements, and Conflicts,”
the conditions under which fraud generally occurs delineated in SAS No. 99 as the “fraud trian-
gle” are incentive or pressure, opportunity, and rationalization or attitude.
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Incentive or Pressure
When the economy is in decline, there is often added pressure on not-for-profit organizations to
provide additional services and/or the same services to a larger population. This may pressure
the management of not-for-profit organizations to meet or exceed service level targets for both
outputs and outcomes.
In an effort to obtain additional grant funds or contributions from resource providers, not-for-
profit organizations may have an incentive to overstate revenues and/or results. Additionally,
not-for-profit organizations may have an incentive to understate expenses in an effort to appear
more efficient and/or effective to potential grantors or donors. For some higher levels of man-
agement, annual compensation may be based in part on the financial, service, or overall perform-
ance of the not-for-profit organization. This may create an incentive for fraud among those
employees.
Opportunity
As stated previously, the lack of personnel or the lack of sufficiently qualified personnel is
prevalent in administrative and/or accounting and finance functions in not-for-profit organiza-
tions. The resulting lack of, or ineffective, internal controls creates opportunities for fraud.
Not-for-profit organizations may be involved in a number of activities wherein large amounts of
cash are collected. Additionally, cash may be collected in a number of locations and/or by per-
sons lacking knowledge of existing internal controls. Lacking or ineffective controls create op-
portunities for fraud in these areas also.
In some cases, the amounts of these revenues may not be material to the financial statements of
the not-for-profit organization taken as a whole. However, the objectives of financial reporting
for not-for-profit organizations necessitate consideration of these revenues by the auditor. As a
reminder, the objectives of financial reporting for not-for-profit organizations are to provide pre-
sent and potential resource providers and other users with information that is useful in:
• Making rational decisions regarding allocating resources to not-for-profit organizations.
• Assessing services provided by the not-for-profit organization and its ability to continue
providing these services.
• Assessing how management of the not-for-profit organization discharged its stewardship
responsibilities as well as other aspects of their performance.
Rationalization or Attitude
Employees of not-for-profit organizations are often paid less than their counterparts in the pri-
vate sector. Employees of not-for-profit organizations may feel pressured to appear efficient and
effective in order to attract donors and or to obtain grant funds. These circumstances added to the
pressure to continue to provide a high level of service may create an environment in which em-
ployees are able to rationalize perpetrating fraud.
Some employees of not-for-profit organizations often rationalize the misappropriation of organ-
izational assets as compensation for their low salary levels. Again such situations may not result
in material misstatements of financial amounts. They are, however, violations of the public trust
and serve as a measure of accountability.
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Preliminary Considerations of Fraud
In order to identify the risk of material misstatements due to fraud, SAS No. 99 requires the
auditor to provide for the preliminary consideration and evaluation of fraud risks through:
• Consideration of potential fraud risks
• Assessment of potential fraud risks
• Identification of fraud risks
• Evaluation of programs and controls
Issues Related to the Preliminary Considerations of Fraud
Similar to governmental organizations, it may be difficult for the auditor to determine who
within the not-for-profit organization should respond to the inquiries related to fraud. In some
not-for-profit organizations, it may be difficult for some individuals to think of their employees
or coworkers as dishonest or willing to commit fraud. This is especially apparent in not-for-profit
organizations where management may feel everyone is as committed as they are to the mission
of the organization.
In making client inquiries as to fraud, auditors might need to look at employees of the not-for-
profit organization not previously considered appropriate for such inquiries. It is often at lower
levels of an organization that an auditor might find employees willing to honestly discuss fraud
and potential fraud areas within their not-for-profit organizations. Auditors in charge of the en-
gagement should consider who on the engagement team might be more effective at interviewing
client staff as to fraud.
Like their governmental counterparts, there may be few, if any, management employees with
sufficient knowledge to respond to the auditor’s inquiries in small and medium not-for-profit or-
ganizations. The auditor may find it necessary to identify who should respond and then educate
them regarding certain aspects of fraud. This may be extremely challenging for the auditor.
Another challenge for the auditor of not-for-profit organizations relates to preliminary analytical
procedures. For example, many not-for-profit organizations may not record transactions in the
proper net asset class except at year end. For preliminary analytical procedures, these situations
might create “unexpected” relationships for the auditor. In some cases, interim information might
be so incomplete as to make preliminary analytical procedures highly ineffective.
Additional Issues Related to the Preliminary Considerations of Fraud
As discussed in the previous chapter, CPAs have historically been very good at identifying the
presence of fraud risk factors, but not as good at designing effective audit procedures to respond
to the fraud risk factors they identified. To design effective audit procedures to respond to identi-
fied fraud risk factors, the CPA must adequately assess, or synthesize, the identified fraud risks.
The process of assessment, or synthesis, is the link between identifying fraud risks and respond-
ing to them. To effectively assess, or synthesize, fraud risk, the auditor should apply the “fraud
triangle” to the audit entity. This process is done in the preliminary stages of the audit planning
process but also continues throughout the entire audit engagement. Once identified, the auditor
should determine whether the identified risks are related to either:
Guide to Fraud in Governmental and Not-for-Profit Environments
5-8
• Specific accounts or transactions, or
• The financial statements as a whole.
Controls
Like their governmental counterparts, not-for-profit organizations often lack staff with the requi-
site expertise to design effective fraud prevention, detection, and deterrence programs. Addition-
ally, in not-for-profit organizations, there may be too few administrative and/or accounting and
finance personnel to design, implement, administer, and monitor such programs and controls.
Responding to Assessed Risk in Not-for-Profit Engagements
In earlier chapters, we discussed that auditors are to respond to the assessment of fraud risks by
exercising professional skepticism in gathering and evaluating audit evidence. Applying profes-
sional skepticism in response to fraud risks identified in audits of not-for-profit organizations
might involve designing additional or different audit procedures to obtain more reliable evi-
dence. It might also involve obtaining additional corroboration of management’s explanations
or representations concerning material matters.
We also discussed that auditors may respond to risks of material misstatement due to fraud via:
• A response having an overall effect on how the audit is conducted.
• A response to identified risks involving the nature, timing, and extent of planned auditing
procedures.
• A response involving performing certain procedures to further address fraud risk due to
management override.
In the event an auditor determines it is impractical to design audit procedures that will suffi-
ciently address the identified fraud risks, they may wish to withdraw from the engagement.
Overall Responses
The overall response to judgments regarding the risk of material misstatements due to fraud af-
fects audits of not-for-profit organizations in the following manner:
• Assignment of personnel and supervision—Because of limited qualified not-for-profit
auditors, this could be difficult for the auditor.
• Choice of accounting principles—In light of the requirements of FASB Statements No.
116 and No. 117, the auditor will need to review a number of accounting choices made
by their not-for-profit organization clients. Other FASB pronouncements also require the
not-for-profit organization to make choices regarding the accounting for certain types of
transactions.
• Predictability of auditing procedures—This is especially difficult when a long-term cli-
ent relationship exists. Additionally, it may be exacerbated if there are long-term employ-
ees within the not-for-profit organization, especially in the accounting or finance areas.
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Responses to Address Specific Accounts or Classes of Transactions
Typically, responses to address the risk of material misstatements due to fraud in specific ac-
counts or classes of transactions relate to audit procedure modification in the areas of nature,
timing, and extent.
Contracts between the auditor and the not-for-profit organization may be fixed as to fee and/or
restrictive as to completion deadlines. Some audits of not-for-profit organizations may be done
for extremely low fee amounts as many not-for-profit organizations have limited funds for ad-
ministrative and/or overhead type expenses. In the absence of contractual constraints, statutory or
grantor requirements may necessitate an absolute date for reports to be submitted/completed. The
auditor has to balance these restrictions with professional standards to determine whether a scope
limitation may exist.
SAS No. 99 provides additional guidance related to other specific areas where the risk of mate-
rial misstatements due to fraud might exist. With respect to audits of not-for-profit organizations,
these additional areas are revenue recognition and accounting estimates.
With respect to the consideration of fraud, revenue recognition may be of particular concern to
the auditor of not-for-profit organizations. The concern here deals with misstatements due to
both fraudulent financial reporting and misappropriation of assets.
Specifically, the auditor of not-for-profit organizations should consider revenue recognition is-
sues related to fraudulent financial reporting in the following areas:
• Contributions.
• Membership dues.
• Fund raising.
• Split-interest agreements.
• Grants.
• Healthcare receivables.
As fraud risk associated with revenue recognition in a not-for-profit organization relates to the
misappropriation of assets, the auditor should consider the following areas:
• Cash receipts related to:
— Contributions.
— Fees for services.
— Dues.
Accounting estimates made by not-for-profit organizations are also of particular concern to the
auditor with respect to the consideration of fraud. From a fraudulent financial reporting perspec-
tive, the accounting estimates made by not-for-profit organizations of concern to auditors relate
to:
• Allowances for material uncollectible receivables such as pledges, special assessments,
dues, and customer receivables.
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• Split-interest agreements.
• Estimated useful lives of capital assets.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Allocation of joint costs.
• Functional allocations of expenses.
Inventories are also identified in SAS No. 99 as an area warranting additional attention regarding
the consideration of fraud. However, in many not-for-profit organizations, inventories do not
exist or are not material to the financial statements taken as a whole. In the event a not-for-profit
organization has material inventories and/or they are considered a fraud risk area, the auditor
should consult SAS No. 99 for guidance in this area.
Assessing Management Override
Many not-for-profit organizations in the United States are small to medium sized organizations
and often are considered “closely held” due to limited turnover with the board of directors. As
such, management may be able to access data and systems with relative ease. Regardless of the
size of the not-for-profit organization, employees may be reluctant to discuss management
abuses. For these reasons, management override is an area of concern for the auditor.
As mentioned earlier, to assist the auditor in evaluating the risk of management override of con-
trols, SAS No. 99 delineates required procedures for the auditor. Specific procedures should be
performed with respect to:
• Examining journal entries and other adjustments.
• Performing retrospective reviews of accounting estimates for biases.
• Understanding the business rationale for significant unusual transactions.
Journal Entries
With respect to journal entries made by not-for-profit organizations, the auditor will be required
to understand the financial reporting process. This includes determining what reports are given to
decision makers, the frequency of the reports, and how they are prepared. For example, are board
members given quarterly reports prepared in a spread sheet program; and, if so, are amounts the
same as those generated by the entity’s financial management system? Is multiyear financial data
in periodic operating reports to board members, creditors, donors, grantors, and other
stakeholders adjusted for inflation or changes in the Consumer Price Index (CPI)?
Auditors should also review the procedures related to journal entries made by the not-for-profit
organization. In some not-for-profit organizations, outdated financial management systems often
necessitate manual entry of summary transaction data into a general ledger system. Auditor in-
quiries should include the following questions: who is authorized to prepare and post journal en-
tries, what approvals are required and by whom, and do adequate explanations accompany the
adjustments? Because of the missing or ineffective internal control systems, the auditor may find
few controls related to journal entries made by not-for-profit organizations. This may be espe-
Applying SAS No. 99 in the Not-for-Profit Environment
5-11
cially true in small or medium not-for-profit organizations where the technical expertise of ac-
counting and/or finance personnel is limited.
Accounting Estimates
Fraudulent financial reporting is often the result of intentional misstatements of accounting esti-
mates by management or others. The auditor of the not-for-profit organization is primarily con-
cerned with estimates related to:
• Allowances for material uncollectable receivables such as pledges, special assessments,
dues, and customer receivables.
• Split-interest agreements.
• Estimated useful lives of capital assets.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Allocation of joint costs.
• Functional allocations of expenses.
As in governmental organizations, it is not uncommon for not-for-profit organizations to be
overly optimistic in their revenue estimates or less than generous with expense allocations. How-
ever, the legal level of budgetary accountability present in governmental organizations does not
exist in not-for-profit organizations. It is not uncommon for not-for-profit organizations to “bal-
ance” projected expenses with unrealistic estimates of grant and contribution revenues. The
auditor should ascertain the budgetary philosophy of the not-for-profit organization early in the
planning stage of the audit.
Business Rationale for Significant Unusual Transactions
Auditors should understand the business rationale underlying significant transactions that are un-
usual or outside the normal course of business. Because of the potential for related party transac-
tions with usually well-meaning board members or with related regional or national affiliates, the
auditor might wish to focus on significant unusual transactions. The lack of expertise or profes-
sional staff in small or medium not-for-profit organizations might unintentionally lead them into
significant unusual transactions with potentially negative results.
With respect to audits of not-for-profit organizations, possible significant transactions and related
auditor questions might include:
• Short or long-term debt—What was the purpose of the debt? Was the transaction made
through the financial institution of a related party and, if so, was it arm’s-length? What
collateral or security interest was required to support the transaction?
• Real estate purchases or sales—Were permanent assets sold and if so, why? What is the
intended use for the proceeds of the sale? What is the intended use of the real estate pur-
chased? Are environmental liabilities assumed/transferred? Was the real estate sold pur-
chased in whole or in part with grant funds? Was the real estate sold donated to the
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organization and, if so, do donor restrictions related to sale exist? Was the transaction
arm’s-length?
• Public/private partnerships—Who ultimately benefits? Were multiyear projections used
in the decision process? Were multiyear projections discounted to present value? Were
discount rates reasonable? Was the transaction predicated on performance objectives?
Can the organization “opt out” with adequate notice? Was the transaction arm’s-length?
• Early extinguishment of debt—Was an economic benefit received? What benefit was re-
ceived if no economic benefit was received? Was the transaction arm’s-length?
Evaluating Audit Evidence in Not-for-Profit Engagements
As mentioned previously, the auditor typically detects fraud during the “concealment” step in the
three-step fraud process. The concealment or lack of concealment, of fraudulent transactions
most often is reflected by:
• Discrepancies in the accounting records
• Conflicting or missing evidential matter
• Problematic or unusual relationships between the auditor and the client
The auditor should document the observance of any or all of the situations above. However, the
existence of these circumstances may not necessarily indicate the concealment, or lack of con-
cealment, of fraudulent transactions. This would be especially true in small or medium not-for-
profit organizations where administrative and/or accounting and finance staff is limited in num-
ber, experience, and/or expertise.
Audit procedures should exist to determine if any observations of these circumstances indicate
the concealment, or lack of concealment, of fraudulent transactions. Effective methods by which
to evaluate if any such noted situations might indicate material misstatements due to fraud in-
clude:
• Analytical procedures conducted as substantive procedures as part of the overall review
stage of the audit.
• Brainstorming sessions with all members of the audit engagement team at or near the end
of the engagement to discuss the magnitude and collective significance of any such ob-
servations.
Communication and Documentation in
Not-for-Profit Engagements
SAS No. 99 requires documentation of a number of audit procedures as well as consideration of
audit planning issues and fraud risk identification and assessment. The nature of auditor commu-
nications with the audit entity regarding fraud are required to be documented under the guidance
in SAS No. 99. This includes auditor communications with management, the audit committee,
and others.
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It may be difficult for the auditor to differentiate between senior management and nonsenior
management employees. The auditor may also find it difficult to discern the appropriate level of
management to whom fraud involving lower level employees is to be communicated. During the
planning process, the auditor should:
• Obtain a detailed organizational chart.
• Determine the various levels within departmental and organizational chains of command.
• Obtain management’s written representation as to the appropriateness of the identified
chains of command.
• Determine the levels at which the audit committee wishes to be informed of the potential
existence of fraud.
Communication With Third Parties
The auditor of not-for-profit organizations may have a responsibility to report evidence of fraud
to parties outside the audit entity. Such incidents are typically not part of the auditor’s responsi-
bility and therefore precluded by the ethical and legal obligations of confidentiality. However, in
the following instances the auditor may have a responsibility to outside parties:
• To comply with certain legal and regulatory requirements.
• In response to inquiries of a successor auditor under SAS No. 84, Communications Be-
tween Predecessor and Successor Auditors (AICPA, Professional Standards, vol. 1, AU
sec. 315), as amended.
• In response to a subpoena.
• To a funding agency or other specified agency in accordance with requirements for audits
of entities receiving governmental financial assistance.
Many not-for-profit organizations receive significant amounts of financial assistance from the
federal government either directly or indirectly. Additionally, not-for-profit organizations may
receive funds from state and/or local governmental organizations. During the planning phase of
the engagement, the auditor of the not-for-profit organization should determine whether there is a
need to communicate to these agencies should any evidence of fraud be found to exist.
Special Concerns in Audits of Not-for-Profit Organizations
SAS No. 99 requires communication, to some level of the audit entity, whenever the auditor has
determined there is evidence that a fraud may exist. Use of the word “may” with respect to the
existence of fraud is critical when considering the form of auditor communication.
Often, management of a not-for-profit may wish to keep the issue of potential fraud as confiden-
tial as possible given the circumstances. This attitude of not-for-profit organizations related to
keeping the potential existence of fraud confidential often results from:
• Faith based attitudes regarding potential fraud (in religious or religious-based not-for-
profit organizations).
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• General feeling that all people are “good” and not capable of intentionally causing harm
to others.
• Fear of alienating current and future donors.
• Belief that others will see the organization as being easily duped.
• Suspected employees may be long-term employees.
• Management feels “guilty” for allowing an environment conducive to fraud to exist.
• Amounts are considered small or the perpetrator was “justified” in misappropriating or-
ganizational assets.
The auditor may wish to communicate with the not-for-profit organization in person rather than
in writing. In this manner, no written record is created that could later be used in a controversial
manner, out of context, or by those not familiar with the entire situation.
Summary
This chapter focuses on applying the provisions of SAS No. 99 to audits of the financial state-
ments of not-for-profit organizations. It points out areas of concern for the auditor that are simi-
lar to financial statement audits of both not-for-profit and for profit organizations. Also, this
chapter discusses areas of concern for the auditor that are unique to audits of the financial state-
ments of not-for-profit organizations. The unique areas are:
• Contributions received from resource providers.
• Goods or services not provided at a profit.
• Lack of ownership interests.
• Related party transactions.
• Functional allocation of expenses.
• Internal accounting controls.
• Repeat reportable conditions and/or management letter comments.
• Split interest agreements.
Specific concerns relating to management override in not-for-profit organizations are also an
area of focus in this chapter. Particular attention is given to those areas unique to not-for-profit
organizations where the auditor is required under SAS No. 99 to assess the business rational for
significant or unusual transactions.
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Chapter 6
Fraudulent Financial Reporting
Chapter Overview
 This chapter will discuss and analyze the following:
• Understand and identify the issues and concerns with respect to revenue recognition that
may result in fraudulent financial reporting by governmental and not-for-profit organiza-
tions.
• Understand and identify the issues and concerns with respect to accounting estimates that
may result in fraudulent financial reporting by governmental and not-for-profit organiza-
tions.
• Understand and identify the issues and concerns with respect to functional and fund
classifications that may result in fraudulent financial reporting by governmental and not-
for-profit organizations.
• Apply aspects of SAS No. 99 to case studies in fraudulent financial reporting by govern-
mental and not-for-profit organizations.
• Recognize some common ways in which fraudulent financial reporting is perpetrated in
governmental and not-for-profit organizations.
Fraudulent Financial Reporting and the Fraud Triangle
As we have mentioned several times, conditions under which fraud generally occurs are deline-
ated in Statement on Auditing Standards (SAS) No. 99, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), as the “fraud triangle.”
These three conditions are incentive or pressure, opportunity, and rationalization or attitude.
A combination of these conditions frequently exists in many governmental and not-for-profit or-
ganizations. The increased potential for conditions comprising the fraud triangle increases the
auditor’s responsibility with respect to fraudulent financial reporting by governmental and not-
for-profit organizations. Specific areas of concern to the auditor with respect to the fraud triangle
and fraudulent financial reporting are discussed in the following sections.
Incentive or Pressure
When the economy is in decline, there is often added pressure on governmental and not-for-
profit organizations to provide services. Governmental organizations feel pressure to provide
more and/or higher quality services at a time when elected officials are reluctant to increase tax
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rates or user charges. Management of not-for-profit organizations may feel pressure to meet or
exceed service level targets for both outputs and outcomes. As such, there may be an incentive to
overstate revenues or to apply revenue recognition criteria that is not in accordance with gener-
ally accepted accounting principles (GAAP). Even when the economy is not in a state of decline,
not-for-profit organizations may have an incentive to overstate revenues and/or results in an ef-
fort to obtain additional grant funds or contributions from resource providers.
Opportunity
The lack of personnel or the lack of sufficiently qualified personnel is prevalent in administrative
and/or accounting and finance functions in both government and not-for-profit organizations.
The resulting lack of, or ineffective, internal controls creates opportunities for fraud.
Governmental and not-for-profit organizations may have a number of locations taking cash in
payment of services. In the case of the not-for-profit organization, significant amounts of cash
may be received at either central or offsite locations. Additionally, such cash may be collected by
persons, such as volunteers, lacking knowledge of existing internal controls. Lacking or ineffec-
tive controls in either type of organization create opportunities for fraud in these areas.
In the case of the governmental organization, it is highly likely the amounts of many of the reve-
nues received in cash and/or received at off-site locations are not material to the financial state-
ments taken as a whole. However, one of the objectives of financial reporting for governmental
organizations is public accountability. Therefore, situations such as these, while not material to
the financial statements, are material to public accountability.
Rationalization or Attitude
Employees of governmental and not-for-profit organizations are often paid less than their coun-
terparts in the private sector. Some employees of governmental and not-for-profit organizations
often rationalize the misappropriation of physical assets as compensation for their low salary
levels. Again such situations may not result in material misstatements of financial amounts. They
are, however, violations of the public trust and serve as a measure of accountability.
Governmental organizations typically keep the permanent employee population at the lowest
level possible in an effort toward public accountability. As such, employees of governmental
organizations are often overworked or asked to work out of class without additional compensa-
tion. It is common for governmental organizations to not allow two employees to simultaneously
fill the same budgeted position. This makes it next to impossible for the incumbent to train their
replacement. These specific situations may create an attitude within governmental employees
that may then provide them with the rationale needed to perpetuate fraud.
Employees of not-for-profit organizations may feel pressured to appear efficient and effective in
order to attract donors and or to obtain grant funds. These circumstances added to the pressure to
continue to provide a high level of service may create an environment in which employees are
able to rationalize perpetrating fraud.
Fraudulent Financial Reporting and the Fraud Process
The “process” of fraud is the same whether it occurs in governmental or not-for-profit organiza-
tions or for profit entities. Remember, fraud typically occurs in the following three-step process:
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• The fraud is committed.
• Perpetrators receive the benefits of the fraud.
• The fraud is concealed.
The auditor generally detects fraud during the “concealment” step in the three step fraud process.
Concealment or lack of concealment, of fraudulent transactions is most often reflected by:
• Discrepancies in the accounting records.
• Conflicting or missing evidential matter.
• Problematic or unusual relationships between the auditor and the client.
As discussed in previous chapters, effective methods by which to evaluate if any such noted
situations might indicate material misstatements due to fraud include:
• Analytical procedures conducted as substantive procedures as part of the overall review
stage of the audit.
• Brainstorming sessions with all members of the audit engagement team at or near the end
of the engagement to discuss the magnitude and collective significance of any such ob-
servations.
Procedures that might be employed in the overall review stage of the audit of governmental
organizations to detect fraudulent financial reporting might include:
• Ascertaining if any significant budget adjustments were made at, near, or after year-end
and the reasons therefore.
• Determining all budget adjustments made at, near, or after year end were properly and
timely approved by the governing body, if required.
• Reviewing significant interfund transactions made at, near, or after year-end.
• Considering changes in the specific funds constituting major funds and inquiring as to the
reasons for significant changes resulting in reclassification from the previous year.
• Reviewing responses to inquiries regarding analytical relationships obtained throughout
the engagement for vagueness, plausibility, or inconsistency with other evidence.
• Evaluating whether the accumulated results of audit procedures and other observations
affect the previous assessments of risk related to fraudulent financial reporting.
• Ascertaining all engagement team members appropriately communicated with each other
relative to conditions indicating the risk of material fraudulent financial reporting.
With respect to not-for-profit organizations, procedures that might be employed in the overall
review stage of the audit of not-for-profit organizations to detect fraudulent financial reporting
might include:
• Ascertaining if any significant budget adjustments were made at, near, or after year-end
and the reasons therefore.
• Determining all budget adjustments made at, near, or after year-end were properly and
timely approved by the board of directors, if required.
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Reviewing significant transfers between classes of net assets made at, near, or after year-end.
• Reviewing responses to inquiries regarding analytical relationships obtained throughout
the engagement for vagueness, plausibility, or inconsistency with other evidence.
• Evaluating whether the accumulated results of audit procedures and other observations
affect the previous assessments of risk related to fraudulent financial reporting.
• Ascertaining all engagement team members appropriately communicated with each other
relative to conditions indicating the risk of material fraudulent financial reporting.
Common Schemes to Perpetuate Fraudulent Financial Reporting
There are an almost indefinite number of ways in which to perpetuate fraud through the financial
reporting mechanism. As discussed previously, a number of incentives/pressures, opportunities,
and rationalizations/attitudes exist with respect to fraudulent financial reporting in governmental
and not-for-profit organizations.
These circumstances are exacerbated in many governmental and not-for-profit organizations due
to missing or ineffective internal controls, not the least of which is management override. The
most common schemes to perpetuate fraudulent financial reporting include:
• Premature revenue recognition or delayed revenue recognition.
• Premature expense recognition or delayed expense recognition.
Premature Revenue Recognition or Delayed Revenue Recognition
Premature revenue recognition is most common in a for profit entity. However, the existence of
certain incentives/pressures and rationalizations/attitudes coupled with opportunities also make
this a potential fraud risk area in governmental and not-for-profit organizations. In governmental
and not-for-profit organizations, premature recognition of revenue overstates revenues as well as
assets and net assets.
More common to governmental and not-for-profit organizations than in for profit entities is the
potential for delayed revenue recognition. It may seem odd that an organization would want to
understate revenues of the current period. As with premature revenue recognition in govern-
mental and not-for-profit organizations, certain incentives/pressures and rationalizations/attitudes
coupled with opportunities make delayed revenue recognition a potential fraud risk area.
Meeting budgeted amounts is critical in governmental organizations and may play a crucial role
in not-for-profit organizations as well. In these cases, management may have an incentive to
either recognize revenue prematurely or to delay recognition of revenue. If current year revenue
estimates have not been met, an incentive to prematurely recognize revenue may exist. Con-
versely, if budget levels for the current year have already been achieved, an incentive to move
revenue from the current period into the subsequent period may exist.
Premature Expense Recognition or Delayed Expense Recognition
Premature or delayed expense recognition goes hand-in-hand with premature or delayed revenue
recognition. If a governmental or not-for-profit organization has an incentive or is pressured
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to meet certain revenue goals, the same incentives or pressures to meet expense goals may also
exist.
Premature expense recognition is common in governmental and not-for-profit organizations
while virtually unheard of in for-profit entities. As with delayed revenue recognition it may seem
odd that an organization would want to overstate expenses of the current period. One of the most
common reasons this may exist as a potential fraud risk in audits of not-for-profit organizations,
and is extremely common in audits of governmental organizations, relates to incentives, ration-
alizations, and attitudes in these organizations.
In many governmental organizations, appropriations that are not expended by year end are lost.
Having actual expenditures significantly less than appropriated amounts may negatively affect
the amounts appropriated in subsequent years. This is a very common situation among govern-
mental organizations and it has resulted in the “use it or lose it” mentality common among many
of these organizations.
Revenue Recognition
Issues and Concerns
SAS No. 99 requires the auditor to consider revenue recognition with respect to the consideration
of fraud in financial statement audits. Specific issues and concerns related to revenue recognition
and the consideration of fraud in audits of governmental and not-for-profit organizations include:
• Overstatement of earnings/increases in net assets.
• Fictitious revenues.
• Improper application of revenue recognition principles.
• Overstatement of assets.
• Understatement of allowances for receivables.
Some typical situations or circumstances that may indicate the existence of fraudulent financial
reporting due to revenue recognition issues include:
• Significant or unusual adjustments to receivables at or near year-end.
• Documentation relating to cash receipts is missing or altered.
• Cash flow from operating activities is inconsistent with actual cash flow.
• Significant or unusual entries to reconcile major revenue accounts.
• Unusual or unexplained significant fluctuations in major revenues from year to year or
from budgeted amounts.
• Significant (in amount or frequency) related party transactions.
• Revenue transactions that have been pre- or post-dated from the actual transaction date.
• Significant journal entries made to major revenue accounts rather than flowing through
from adjustments to subsidiary accounts.
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Governmental Organizations
With respect to the consideration of fraud, revenue recognition may be of particular concern to
the auditor of governmental organizations. In governmental organizations, revenue recognition is
a function of the measurement focus and basis of accounting for a particular financial statement.
With respect to revenue recognition, the auditor of governmental organizations should consider
issues related to fraudulent financial reporting in the following areas:
• Nonexchange transactions.
• Grant revenues.
• Revenues of government type activities.
• Pledged revenues.
Nonexchange Transactions
Timing related to recognition of nonexchange transactions is based on the following four classes:
• Derived tax revenues—Result from assessments imposed on exchange transactions (i.e.,
income and sales taxes, other assessments on earnings/consumption).
• Imposed nonexchange revenues—Result from assessments imposed on nongovernmental
entities.
• Government mandated nonexchange transactions—Occur when a government at one
level provides resources to a government at another level and requires the resources be
used for a specific purpose (i.e., state or local programs that are mandated by the federal
government).
• Voluntary nonexchange transactions—Result from legislative or contractual agreements
(other than exchanges) entered into willingly by the parties to the agreement (i.e., certain
grants, private donations).
Generally accepted accounting principles require a government organization to recognize nonex-
change transactions unless they are:
• Not measurable, or
• Not probable of collection.
Classification and recognition criteria specified by generally accepted accounting principles
create a number of areas where the potential for fraudulent financial reporting may occur. For
example, the estimated time between the collection of local sales taxes by the vendor and the
ultimate receipt of same at the local government level could be subject to a number of different
interpretations. Additionally, the amount estimated to be recognized in this case could be calcu-
lated using several different assumptions.
To properly address revenue recognition in relation to the consideration of fraud in financial
statement audits of governmental organizations, the auditors will need to be aware of:
• The types of nonexchange transactions that exist in the governmental organization.
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• When revenues from each type of nonexchange transaction are available.
• Measurement basis for each type of nonexchange transaction.
• All parties to the nonexchange transaction.
• The entity providing the resources and any contractual commitments associated there-
with.
• When the government has a legally enforceable right to claim the resources.
Grant Revenues
Because grants are usually nonexchange transactions, the terms of a particular grant will dictate
the recognition of assets, revenues, and expenses for purposes of financial statement reporting.
However, from the perspective of fraudulent financial reporting, grant revenues provide an addi-
tional area of concern for the auditor.
In the case of program specific grants, the governmental organization may feel pressure from the
community to demonstrate the program sustained itself with grant revenues. As such, an aggres-
sive approach to recording grant revenues and a soft line approach to grant expenses may be
adopted by the governmental organization. Such an attitude may result in material misstatements
in the financial statements. If the auditor observes such a situation and determines the misstate-
ment was intentional, then there is evidence fraud may exist.
Revenues of Government Type Activities
For basic financial statements prepared at the government-wide level by the governmental
organization, the auditor may have a number of concerns related to revenues of government type
activities. Prior to Governmental Accounting Standards Board (GASB) Statement No. 34, Basic
Financial Statements—and Management’s Discussion and Analysis—for State and Local Gov-
ernments, governmental organizations were not concerned with issues related to the full accrual
basis of accounting with respect to governmental type funds. Additionally, there was little con-
cern for whether functions generated functional net revenues or incurred functional net expenses.
With the advent of GASB No. 34 this has changed. As such, revenue recognition issues relate to:
• Proper identification of governmental and business type activities.
• Recognition of all material amounts representing full accrual transactions for govern-
mental type activities in the government-wide statements.
• Accuracy of amounts calculated or estimated representing adjustments to fund level
amounts for full accrual transactions at the government-wide level.
• Allocation of operating and/or capital grant revenues to the proper function.
• Determination of revenue sources representing charges for services and allocation of such
to proper functions.
Pledged Revenues
Another area of concern to the auditor with respect to fraudulent financial reporting and revenue
recognition by governmental organizations relates to revenues pledged as security for long-term
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debt. In the case of long-term debt, bond covenants may require a certain level of revenues or
specify certain minimum debt service coverage ratios. Governmental organizations may have an
incentive in such cases to misstate revenues in order to not appear to be in violation of their bond
covenants.
Not-for-Profit Organizations
With respect to the consideration of fraud, revenue recognition may be of particular concern to
the auditor of not-for-profit organizations. With respect to revenue recognition, the auditor of
not-for-profit organizations should consider issues related to fraudulent financial reporting in the
following areas:
• Contributions.
• Membership dues.
• Fund raising.
• Split-interest agreements.
• Grants.
• Healthcare receivables.
Analytical procedures related to revenue recognition that might prove helpful to the auditor in
evaluating the risk of material misstatement due to fraud might include:
• Comparing significant changes in major revenue sources and fund raising activities by
type resource provider with those of the prior year.
• Reviewing significant contributions by resource provider and comparing them to those of
the prior year.
• Comparing volume of purchases by vendor for significant increases from the prior year
and the reasons therefore.
Contributions
Contributions are often significant to the total resources available to the not-for-profit organiza-
tion. Not-for-profit organizations receive contributions in the form of:
• Financial resources.
• Economic resources.
• Promises to give in the future.
• Donated goods and services.
Often, contributions may consist of a donor promise to give which may be subject to donor re-
strictions imposing time or use restrictions either on a temporary or permanent basis. Such con-
tributions are required to be classified as restricted assets until the restriction has been lifted or
satisfied. Given the conditions of the fraud triangle, proper classification of contributions may be
a fraud risk area for the auditor of not-for-profit organizations.
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Contributions constituting promises to give by related parties may be of special concern to the
auditor with respect to fraudulent financial reporting. Many not-for-profit organizations recruit
board members and other key volunteers with the understanding they will “give or get” a certain
amount of contributions for the not-for-profit organization. As such, these individuals may
pledge generous contributions in the form of promises to give but may slowly pay these pledges.
In some cases, pledges from board members and other key volunteers may go unpaid altogether.
The policies of the not-for-profit organization with respect to estimating the uncollectible portion
of pledges may be inadequate in these cases, which may result in material misstatements in the
financial statements. This is an area that the auditor may need to consider as a fraud risk.
Another area of concern for the auditor is whether proper determinations have been made as to
whether promises to give are conditional or unconditional.
Membership Dues
As with trade receivables of a for profit entity, receivables of not-for-profit organizations for
membership dues may represent a financial reporting fraud risk. Resources from membership
dues and assessments may represent a significant resource for not-for-profit organizations. When
considering fraud in financial statement audits of not-for-profit organizations with respect to
membership dues, financial statement assertions related to ownership, occurrence, valuation, and
presentation are especially relevant.
Members of not-for-profit organizations may receive tangible or intangible benefits from their
membership in the organization. Therefore, membership dues or assessments may represent ex-
change or nonexchange transactions or be a combination of both. Chapter 5 of the AICPA Audit
and Accounting Guide Not-for-Profit Organizations (the Guide), discusses contributions and
agency transactions. Specific guidance with respect to membership transactions is found in para-
graphs 5.27 and 5.28. Table 5.2 of the Guide delineates a number of indicators useful in deter-
mining the contribution and exchange portions of membership dues.
In exchange transactions, the not-for-profit organization must perform in order for the member-
ship dues earnings process to be complete. For financial statement reporting, this may indicate
the potential to report a portion of membership dues as deferred revenues. Improper determina-
tion of when the membership dues earnings process is complete may result in material misstate-
ments in the financial statements of not-for-profit organizations.
The auditor should be aware of the benefits, goods, services, etc., accruing to the member in or-
der to determine whether membership dues represent an exchange or non-exchange transaction
or a combination of both.
Audit procedures related to the valuation assertion and membership dues may involve analytical
procedures using nonfinancial information such as membership lists, attendance records, dues
schedules, newsletters, etc. The risk of material misstatement of membership dues from fraud
should be evaluated in light of the reliance to be placed on such nonfinancial data.
Fund Raising
Many not-for-profit organizations conduct special events as fund raising or joint activities. Such
activities may include dinners, theater parties, seminars, conferences, etc., and attendees may or
may not receive a direct benefit. Paragraphs 13.22 through 13.27 of the Guide provide guidance
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in this area and also include several illustrations of reporting alternatives related to special
events.
For special events that are peripheral or incidental activities reporting such activities at net
amounts (cost netted are limited to direct costs) is permitted by FASB No. 117, Financial State-
ments of Not-for-Profit Organizations. However, if such activities are ongoing major or central
activities, generally accepted accounting principles require revenues and expenses of these
activities to be reported at gross amounts. Organizations may report the gross revenues of special
events and other fund-raising activities with the cost of direct benefits to donors (for example,
meals and facilities rental) displayed either (1) as a line item deducted from the special event
revenues or (2) in the same section of the statement of activities as are other programs or sup-
porting services and allocated, if necessary, among those various functions. Alternatively, the
organization could consider revenue from special events and other fund-raising activities as part
exchange (for the fair value the participant received) and part contribution (for the excess of the
payment over that fair value) and report the two parts separately.
Accounting and financial reporting related to special fund raising/joint activities is somewhat
complex and subjective. The options allowed under generally accepted accounting principles
present a number of potential areas in which fraudulent financial reporting may occur. The de-
termination of and accounting for revenues and expenses associated with special events necessi-
tate the auditor have a thorough understanding of the event, its intended purpose and the related
costs to the not-for-profit organization as well as the benefits to the attendees.
Split-interest Agreements
Donors may enter into trust agreements or other arrangements wherein a not-for-profit organiza-
tion may receive benefits that are shared with others. Terms of these arrangements may be revo-
cable by the donor in certain situations. These agreements may exist for either a finite number of
years, in perpetuity, or for the remaining life of a specific individual. Such agreements are usu-
ally of the following types:
• Charitable lead trusts—Specific distributions are made to a designated not-for-profit
organization over a specified period. Upon termination, assets are paid to the donor or
donor designated beneficiaries.
• Perpetual trusts held by third parties—An independent third party administers the trust
and distributes the income to a designated not-for-profit organization in perpetuity. The
not-for-profit organization has an irrevocable right to receive the income earned but never
receives the assets held in trust.
• Charitable remainder trusts—Specific distributions are made to designated beneficiaries
over a specified period. Upon termination, assets are paid to a specified not-for-profit
organization.
• Charitable gift annuities—Specific distributions are made to the donor or his/her desig-
nees in fixed amounts for a specified time in exchange for assets contributed by the donor
to the not-for-profit organization. Upon termination, assets remain with the not-for-profit
organization.
• Pooled (life) income funds—Donor contributions are pooled and invested as a group with
the donor (or his/her designee) receiving the actual income earned on his/her assigned
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units in the pool. Upon death of the donor, the value of the assigned units reverts to the
not-for-profit organization.
Split-interest agreements present a number of revenue recognition issues for the not-for-profit
organization and the auditor. These issues include:
• Proper ownership of the assets included in the split-interest agreement.
• Proper valuation of the assets included in the split-interest agreement.
• Proper ownership of the earnings of the assets included in the split-interest agreement.
• Proper valuation of the earnings of the assets included in the split-interest agreement.
• Proper recognition of the liabilities assumed under the split-interest agreement.
• Proper valuation of the liabilities assumed under the split-interest agreement.
In order to determine the proper financial reporting of split-interest agreements, the auditor will
need to answer the following questions:
• Is the split-interest agreement revocable by the donor?
• Does the not-for-profit have a lead or remainder interest in the split-interest agreement?
• Are there donor imposed conditions in the split-interest agreement?
• Has the split-interest agreement been properly executed by all required parties?
• Does an unrelated third party act as agent or trustee?
• Does the third party agent or trustee have variance power to redirect the benefits?
• Are the not-for-profit organization’s rights to benefits conditional?
• Is income earned on the assets held under the split-interest agreement available to the not-
for-profit organization and if so, is it available for use without donor imposed restric-
tions?
• Can the fair value of the split-interest agreement be objectively determined?
• Was the discount rate applied in estimating fair value objectively determined and consis-
tently applied?
• Does the split-interest agreement include an embedded derivative subject to the meas-
urement provisions of FASB No. 133, Accounting for Derivative Instruments and Hedg-
ing Activities?
• Have assets and liabilities recognized under split-interest agreements been properly dis-
closed in the financial statements and the notes?
Grants
Because of the large number of grants common to many not-for-profit organizations, revenue
recognition may be of particular concern to the auditor with respect to fraudulent financial re-
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porting. Generally, the terms of the particular grant will dictate the recognition of revenues and
expenses for purposes of financial statement reporting.
Not-for-profit organizations feeling pressure to generate positive operating results may take an
aggressive approach to recording grant revenues and a soft line approach to grant expenses. Such
an attitude may result in material misstatements in the financial statements. If the auditor
observes such a situation and determines the misstatement was intentional, then there is evidence
fraud may exist.
Health Care Receivables
Additional concerns related to revenue recognition and fraudulent financial reporting by not-for-
profit health care organizations exist with respect to reimbursements from insurers and govern-
ment sponsored health care programs. The knowing misstatement of facts that results in unfair
material profit through medical coverage may constitute fraud under the provisions of SAS No.
99.
False claims by physicians, hospitals, and other health care providers may result in overstated
revenues, receivables, or both. Ways in which false claims may result in material misstatements
in the financial statements include:
• Misstatement of services rendered or goods provided—Goods or services are never
given or given at lesser levels than indicated on claims filed with insurers, etc.
• Upcoding—Claims contain more expensive products or services than the products or
services actually provided.
• Unbundling services—Involves splitting charges for a comprehensive procedure with
one all-inclusive charge into individual procedures/services with collectively higher
charges.
• Provision of unnecessary treatment—Services actually rendered that are unnecessary to
the proper treatment of the diagnosed illness or condition.
• Kickbacks—Illegal incentives provided by vendors to health care providers (individuals
or organizations) for the performance of a service.
Accounting Estimates
Issues and Concerns
Fraudulent financial reporting is often the result of intentional misstatements of accounting esti-
mates by management or others. Governmental and not-for-profit organizations are required to
make a number of estimates for a variety of reasons. Often these estimates significantly affect
amounts disclosed in their financial statements.
Governmental Organizations
Accounting estimates made by governmental organizations are of particular concern to the audi-
tor with respect to the consideration of fraud. From a fraudulent financial reporting perspective,
the accounting estimates made by governmental organizations of concern to auditors relate to:
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• Allowances for material uncollectible receivables such as taxes, special assessments, and
customer receivables.
• Estimated useful lives of capital assets.
• Assessed condition of infrastructure assets if using the modified approach.
• Actuarial valuations of pension and other post-employment benefit obligations.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Functional allocations of direct and indirect costs.
Additionally, auditors should be concerned with how taxable property values are calculated, if
applicable. Estimates of budgeted revenues should also be reviewed for potential manipulation as
well as how they compare to actual results. It is not uncommon for governmental organizations
to be overly optimistic in their revenue estimates or less than generous with expenditure alloca-
tions. In these cases, the auditor is primarily concerned with public accountability with respect
to:
• Balanced budget requirements.
• Ability to continue to finance current services.
• Meeting bond and other debt obligations when due.
Not-for-Profit Organizations
Accounting estimates made by not-for-profit organizations are also of particular concern to the
auditor with respect to the consideration of fraud. From a fraudulent financial reporting perspec-
tive, the accounting estimates made by not-for-profit organizations of concern to auditors relate
to:
• Allowances for material uncollectible receivables such as pledges, special assessments,
dues, and customer receivables.
• Split-interest agreements.
• Estimated useful lives of capital assets.
• Estimates of accrued compensated absences.
• Estimated contingent liabilities for litigation, claims, and assessments.
• Functional allocations of expenses.
• Allocation of joint costs.
It is not uncommon for not-for-profit organizations to be overly optimistic in their revenue esti-
mates or less than generous with expense allocations. This is especially true in small and medium
not-for-profit organizations. Unlike governmental organizations, the legal level of budgetary
accountability does not exist in not-for-profit organizations. Not-for-profit organizations often
“balance” projected expenses with unrealistic estimates of grant and contribution revenues. In
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some cases, the lack of a profit motive exacerbates the lack of “realism” reflected in budgets of
not-for-profit organizations.
The potential for manipulation or material misstatements may exist especially if management of
the not-for-profit organization has an incentive or feels pressure to falsify results. Early in the
planning stage of the audit, it is important for the auditor to ascertain:
• The budgetary philosophy of the not-for-profit organization.
• Whether management is compensated based on certain performance expectations.
• If actual revenues are in line with budgeted revenues and, if not, whether expense projec-
tions have been adjusted accordingly.
Functional and Fund Classifications
Issues and Concerns
The functional classification of expenses is unique to financial reporting by governmental and
not-for-profit organizations. Often the object or natural classification of a transaction is elec-
tronically allocated to pre-determined functions through the “black box” of an entity’s financial
management system.
Misstatements of expenses within functions will not, in all likelihood, affect the overall change
in net assets for a given period. However, expense ratios may be important to both governmental
and not-for-profit organizations. This incentive, coupled with the “black box” aspect of func-
tional allocations, increases the risk of material misstatements, whether intentional or fraudulent,
in audits of governmental and not-for-profit organizations.
With respect to premature or delayed expense recognition typical situations or circumstances that
may indicate the existence of fraudulent financial reporting related thereto include:
• Significant or unusual adjustments to payables at or near year-end.
• Documentation relating to cash disbursements or accounts payable is missing or altered.
• Cash flow used in operating activities is inconsistent with actual cash flow.
• Significant or unusual entries to reconcile major liability or expense accounts.
• Unusual or unexplained significant fluctuations in major liabilities or expenses from year
to year or from budgeted amounts.
• Significant (in amount or frequency) related party transactions.
• Payable or expense transactions that have been pre- or post-dated from the actual trans-
action date.
• Significant journal entries made to major liability or expense accounts rather than flowing
through from adjustments to subsidiary accounts.
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Governmental Organizations
As discussed previously, use of the fund structures provides a mechanism by which governmen-
tal organizations are able to conceal, misrepresent, or manipulate transactions whether with the
intent to defraud or not. Many governmental officials and employees find it easy to rationalize
improper fund transactions and/or accounting for a number of reasons including the following:
• Maintains current tax levels.
• Maintains current user fee levels.
• The belief that no one understands fund accounting.
• The belief that all financial resources should be available for all operations of the gov-
ernmental organization regardless of external restrictions.
Interfund transactions can conceal a number of irregularities and may result in fraudulent finan-
cial reporting if not detected. Examples of potentially fraudulent transactions include:
• Offsetting operating losses in business type activities.
• Concealing budget shortfalls.
• Infusing working capital to meet bond covenant ratios.
GASB Statement No. 34 requires a number of disclosures related to reciprocal and nonreciprocal
interfund transactions. These required disclosures may affirm there are no material misstatements
or they may represent areas where the potential risk of material misstatements due to fraud may
exist.
In the statement of activities, GASB Statement No. 34 requires the reporting of expenses at the
government wide level by functional classification. Functional expenses are offset by specifically
identifiable grants (operating and capital) and charges for services in the government-wide level
statement of activities but not offset at the fund level. At the governmental fund level, expendi-
tures are also presented within functional, rather than natural, classifications. Some governmental
agencies may misstate functional amounts to circumvent legal requirements or to comply with
grant provisions or bond covenants.
Not-for-Profit Organizations
Under the requirements of FASB No. 117, not-for-profit voluntary health and welfare organiza-
tions report expenses by their functional and natural classifications in a matrix format. Other not-
for-profit organizations are required to report expenses by functional classifications and are en-
couraged to provide information about their natural expense classification.
Some not-for-profit organizations may misstate functional amounts to circumvent Internal Reve-
nue Service (IRS) requirements or to comply with grant provisions or debt covenants. In some
cases, not-for-profit organizations may misstate revenues by net asset classification in order to
appear to have met matching requirements of grants or other donor-imposed restrictions.
For many potential resource providers, the expense ratios of not-for-profit organizations play an
important role in their decision to contribute to the organization. Potential resource providers
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want to know if their contributions will be used in furtherance of the organization’s mission or
for administrative or fund raising purposes.
Allocation of fund raising expenses is an area that represents a potential fraud risk with respect to
financial reporting. Generally accepted accounting principles require all fund raising costs be
expensed when incurred. Such accounting treatment is required regardless of the period in which
contributions resulting from these efforts will be received. Occasionally, not-for-profit organiza-
tions misstate changes in net assets by capitalizing fund raising expenses rather than recognizing
an expense when they are incurred.
Accounting for Joint Activities
If the criteria of purpose, audience, and content are met, the costs of a joint activity that are iden-
tifiable with a particular function should be charged to that function and joint costs should be al-
located between fund raising and the appropriate program or management and general function.
If any of the criteria are not met, all costs of the joint activity should be reported as fund-raising
costs, including costs that otherwise might be considered program or management and general
costs if they had been incurred in a different activity, subject to the exception in the following
sentence. Costs of goods or services provided in exchange transactions that are part of joint ac-
tivities, such as costs of direct donor benefits of a special event (for example, a meal), should not
be reported as fund raising. Paragraphs 13.42 through 13.56 of the Guide discuss the accounting
and reporting requirements related to joint costs.
Like special events, the determination of and accounting for costs of joint activities requires a
thorough understanding of the activity as well as the mission and operations of the not-for-profit
organization. As such, this area may well represent a significant risk of material financial state-
ment misstatement. All of the following criteria must be met in order to allocate the costs of joint
activities:
• Purpose—Purpose of the joint activity includes accomplishing program or management
and general functions.
• Audience—There is a rebuttable presumption that this criterion is not met if the audience
includes prior donors or is otherwise selected based on its ability or likelihood to contrib-
ute to the not-for-profit organization.
• Content—The joint activity:
— Calls for specific action by the recipient that will help accomplish the mission of the
not-for-profit organization (program activities), or
— Fulfills one or more management and general responsibilities of the not-for-profit
organization.
Summary
This chapter focuses on fraudulent financial reporting in governmental and not-for-profit organi-
zations. It first discusses fraudulent financial reporting with respect to the fraud triangle and then
in relation to the fraud process. These discussions concentrate on the specific circumstances in
governmental and not-for-profit organizations that may create additional fraud risks for the
auditor of these organizations.
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Also this chapter identifies three major areas of concern in audits of the financial statements of
governmental and not-for-profit organizations. Unique circumstances for each identified area are
delineated with respect to governmental and not-for-profit organizations. The major areas of
concern related to fraudulent financial reporting are:
• Revenue recognition.
• Accounting estimates.
• Functional and fund classifications.
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Chapter 7
Misappropriation of Assets
Chapter Overview
This chapter will identify and discuss:
• Understand and identify the issues and concerns with respect to procurement and con-
tracting that may result in misappropriation of assets by governmental and not-for-profit
organizations.
• Understand and identify the issues and concerns with respect to cash receipts and dis-
bursements that may result in misappropriation of assets by governmental and not-for-
profit organizations.
• Understand and identify the issues and concerns with respect to personnel costs that may
result in misappropriation of assets by governmental and not-for-profit organizations.
• Understand and identify the issues and concerns with respect to property, plant, and
equipment that may result in misappropriation of assets by governmental and not-for-
profit organizations.
• Understand and identify the issues and concerns with respect to program benefits and
assets that may result in misappropriation of assets by governmental and not-for-profit
organizations.
• Apply requirements of Statement on Auditing Standards (SAS) No. 99, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
316), to case studies related to the misappropriation of assets by governmental and not-
for-profit organizations.
• Recognize some common ways in which fraud from misappropriation is perpetrated in
governmental and not-for-profit organizations.
Introduction
Misappropriation of assets is commonly referred to as theft or defalcation and involves the actual
theft of an entity’s assets. In the consideration of fraud in financial statement audits, the effect of
theft results in material misstatements in the financial statements. Individuals involved in the
theft of publicly owned assets belonging or entrusted to a governmental organization may face
civil or criminal charges if caught. Thefts of assets owned by not-for-profit organizations may
carry the same penalties especially if such assets were purchased with government financial
assistance.
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Assets subject to misappropriation in governmental and not-for-profit organizations include the
following:
• Cash.
• Cash equivalents, such as food stamps, tuition vouchers, lottery tickets, etc., either proc-
essed or kept as inventory.
• Legally confiscated items.
• Inventories of supplies, etc., and physical assets that are:
— Small in size.
— High in value.
— High in consumer demand.
— Easily convertible to cash.
— Lacking in ownership identification.
• Equipment that is subject to personal or non-program use, such as cellular phones, digi-
tal cameras, computers, vehicles, tools, etc.
• Physical assets susceptible to personal use or redirection, such as unused or out-of-the
way buildings, vacant land, obsolete equipment, abandoned assets, etc.
According to SAS No. 99, the theft of assets typically occurs in a number of ways including:
• Embezzlement of receipts.
• Stealing assets.
• Causing an entity to pay for goods or services that have not been received.
The misappropriation of assets is often accomplished by circumventing controls and may be ac-
companied by:
• False records or documents.
• Misleading records or documents.
Because of the public nature of governmental and not-for-profit organizations, the misappropria-
tion of assets may have a more far reaching impact than if such defalcations occurred in a for-
profit entity. Public response to fraud in governmental and not-for-profit organizations may be
extremely negative regardless of the monetary amount of the theft or defalcation. Therefore, the
potential impact of theft and defalcations in governmental and not-for-profit organizations may
be significant without being material to the financial statements taken as a whole. The auditor of
governmental and not-for-profit organizations may feel the need to include audit procedures
appropriate to address these concerns.
Misappropriation of Assets and the Fraud Triangle
To reiterate, the three conditions that comprise the fraud triangle are incentive or pressure, op-
portunity, and rationalization or attitude.
These conditions individually or in combination frequently exist in many governmental and not-
for-profit organizations. The increased potential for conditions comprising the fraud triangle in-
Misappropriation of Assets
7-3
creases the auditor’s responsibility with respect to misappropriation of assets by governmental
and not-for-profit organizations. Specific areas of concern to the auditor with respect to the fraud
triangle and the misappropriation of assets are discussed in the following sections.
Incentive or Pressure
Employees of governmental and not-for-profit organizations are often paid less than their coun-
terparts in the private sector. Additionally, employees of governmental and not-for-profit organi-
zations have historically received annual increases in their compensation far below those of
employees in the private sector. In some cases, annual salary increases for governmental and not-
for-profit organizations are less than the annual increase in the consumer price index.
It is rare indeed for employees of governmental organizations to be complimented directly or
appreciated indirectly by citizens of the communities they serve. Unfortunately, this lack of
respect for employee needs and inadequate recognition of employee efforts also extends to man-
agement and elected officials in a number of governmental organizations. The needs of employ-
ees in not-for-profit organizations that are not direct service providers are unknown to service
beneficiaries and often ignored by management and board members.
Inadequate compensation levels, coupled with an attitude of indifference by management and/or
members of governing bodies, may create an incentive for employees of governmental and not-
for-profit organizations to commit fraud. In such circumstances, employee fraud can often occur
through the misappropriation of assets.
Opportunity
The lack of personnel or the lack of sufficiently qualified personnel is prevalent in administrative
and/or accounting and finance functions in both government and not-for-profit organizations.
The resulting lack of, or ineffective, internal controls creates opportunities for fraud.
Rationalization or Attitude
Factors providing an incentive for employees of governmental and not-for-profit organizations to
commit fraud also provide the rationalization for such acts. Because employees of governmental
and not-for-profit organizations are often paid less than their counterparts in the private sector
they may rationalize the misappropriation of physical assets as compensation for their low salary
levels. When employees of governmental and not-for-profit organizations are continually over-
worked or asked to work out of class without additional compensation they may rationalize
fraudulent acts as compensation for these additional hours or efforts.
In many governmental and not-for-profit organizations an attitude may be present that encour-
ages employees to use assets of the organization for their personal gain. This may be as insignifi-
cant as management turning a blind eye to use of copiers for personal use or as egregious as
operating a personal business from the fire station. While such situations may not result in mate-
rial misstatements due to the misappropriation of assets, they are, however, violations of the
public trust.
Misappropriation of Assets and the Fraud Process
As discussed in other chapters, the “process” of fraud is the same whether it occurs in govern-
mental or not-for-profit organizations or for-profit entities. As a reminder, fraud typically occurs
in the following three step process:
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• The fraud is committed.
• Perpetrators receive the benefits of the fraud.
• The fraud is concealed.
Typically the auditor detects fraud during the “concealment” step, which most often results from:
• Discrepancies in the accounting records.
• Conflicting or missing evidential matter.
• Problematic or unusual relationships between the auditor and the client.
Effective methods by which the auditor may evaluate whether any such noted situations might
indicate material misstatements due to fraud include:
• Analytical procedures conducted as substantive procedures as part of the overall review
stage of the audit.
• Brainstorming sessions with all members of the audit engagement team at or near the end
of the engagement to discuss the magnitude and collective significance of any such
observations.
Analytical procedures as substantive procedures are often effective when employed in the overall
review stage of the audit. Such analytical procedures performed to detect material misstatements
due to misappropriation of assets are similar to those used to identify fraudulent financial
reporting. The following such analytical procedures are appropriate in audits of both govern-
mental and not-for-profit organizations:
• Reviewing responses to inquiries regarding analytical relationships obtained throughout
the engagement for vagueness, plausibility, or inconsistency with other evidence.
• Evaluating whether the accumulated results of audit procedures and other observations
affect the previous assessments of risk related to fraudulent misappropriation of assets.
• Ascertaining all engagement team members appropriately communicated with each other
relative to conditions indicating the risk of material fraudulent misappropriation of assets.
For audits of financial statements of governmental organizations the following specific proce-
dures might be appropriate in the overall review stage of the audit to detect fraud due to the mis-
appropriation of assets:
• Ascertain if any significant budget adjustments were made at, near, or after year end and
the reasons therefore.
• Determine all budget adjustments made at, near, or after year end were properly and
timely approved by the governing body, if required.
• Compare volume of purchases by vendor for significant increases from the prior year and
the reasons therefore.
• Review adjustments to perpetual fixed asset inventory records based on current year
physical counts.
• Comparing prior year and current year activity for number and amount of write offs for
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— Significant bank reconciling items.
— Significant uncollectible receivables.
— Significant supplies inventory adjustments.
— Significant sales of property, plant, and equipment.
With respect to not-for-profit organizations, procedures that might be employed in the overall
review stage of the audit of not-for-profit organizations to determine whether assets have been
misappropriated might include:
• Ascertain if any significant budget adjustments were made at, near, or after year end and
the reasons therefore.
• Determine all budget adjustments made at, near, or after year end were properly and
timely approved by the board of directors, if required.
• Reviewing significant transfers between classes of net assets made at, near, or after year
end.
• Compare volume of purchases by vendor for significant increases from the prior year and
the reasons therefore.
• Review adjustments to perpetual fixed asset inventory records based on current year
physical counts.
• Ascertain disposition of physical assets donated to the organization during the current
year.
• Comparing prior year and current year activity for number and amount of write offs for
— Significant bank reconciling items.
— Significant uncollectible receivables.
— Significant supplies inventory adjustments.
— Significant sales of property, plant, and equipment.
Common Schemes to Misappropriate Assets
As with fraudulent financial reporting, there are an almost infinite number of ways in which to
perpetuate fraud through the misappropriation of assets. As discussed previously, a number of
incentives/pressures, opportunities, and rationalizations/attitudes exist with respect to fraud
through the misappropriation of assets in governmental and not-for-profit organizations.
These circumstances are exacerbated in many governmental and not-for-profit organizations due
to missing or ineffective internal controls, not the least of which is management override. The
most common schemes to perpetuate fraud due to misappropriation of assets are discussed in
detail in the following sections. Included is fraud due to misappropriation of assets in the fol-
lowing areas:
• Procurement and contracting frauds.
• Embezzlement of cash receipts and fraudulent disbursements (including accounts receiv-
able frauds).
• Personnel frauds.
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• Diversion of physical assets including property, plant, and equipment.
• Diversion of program benefits and assets.
Procurement and Contracting
Issues and Concerns
Onerous procurement and contracting requirements exist in most governmental organizations.
Such procedures and requirements may exist in not-for-profit organizations to a lesser degree.
Procurement and contractor fraud have been identified as the two most significant and costly
types of fraud in government organizations. Whether intentional or not, it is the taxpayer who
pays when governmental organizations are the victims of procurement or contract scams. In not-
for-profit organizations it is the individual donor or government grantor that bears the cost of
such fraud.
Common indicators of the potential for the misappropriation of assets due to procurement and/or
contracting fraud include:
• Unusual vendor names and addresses.
• Copies of invoices, purchase orders, or receiving documents rather than original docu-
mentation.
• Orders for materials/supplies already on hand in sufficient quantities or that are scheduled
for disposal/discontinued use due to obsolescence.
• Orders for materials/supplies not consistent with the operations and/or mission of the
government or not-for-profit organization.
• Delivery addresses not part of the purchaser’s physical locations.
• Purchases falling just below the threshold for required next-level approval (in quantity or
amount).
• Split purchases using purchase orders, vendor invoices, change orders, etc.
• Payments to vendors not on approved vendor lists.
• Signature of management or supervisory personnel on documents typically signed by
subordinate personnel.
• Supplier/contractors receiving significant amounts of business from the organization.
• Prices in excess of market or expected market especially when large quantities are
ordered.
• Complaints from vendors/suppliers regarding not being allowed to bid, stringent bid
specifications or procedures, inadequate time allowed for responding to bid requests.
• Contract award patterns that may indicate bids are being rotated.
• Low quality combined with high prices including high product failure/return rates.
• Sole source procurements in significant number or without adequate justification.
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Procurement
A number of controls related to procuring goods and services may be in place in governmental or
not-for-profit organizations. Unfortunately, the lack of adequate numbers of sufficiently compe-
tent administrative and/or finance staff significantly affects the effectiveness of procurement
controls. Ideally, procurement controls typically ensure purchases are made:
• For approved purposes.
• In reasonable quantities.
• At competitive prices.
• From qualified and reputable vendors.
The use of procurement cards by governmental and not-for-profit organizations has increased
significantly in recent years. Procurement cards minimize the burden of tedious purchasing con-
trols and requirements and eliminate administrative paperwork as well. Therefore, a growing
number of governmental and not-for-profit organizations are using procurement cards for routine
and/or small purchases. Unfortunately, not all governmental and not-for-profit organizations
have effective controls in place to ensure proper use of these purchasing cards.
Contracting
Generally, governmental and not-for-profit organizations enter into contracts covering an ex-
tended time period and/or involving significant amounts of human, capital, and/or financial re-
sources. As such, stringent controls and procedures similar to those existing over the regular
procurement of goods and services may exist in governmental and not-for-profit organizations.
Unfortunately, as with procurement procedures and controls, the lack of adequate numbers of
sufficiently competent administrative and/or finance staff significantly affects the effectiveness
of contracting controls.
Controls governing contracting by governmental and not-for-profit organizations are typically
designed to eliminate the following:
• Bribery in the contract
• Collusion among:
— Contractors.
— The contractor and the governmental or not-for-profit organization.
— The contractor and employees of the governmental or not-for-profit organization.
• False or double billing.
• False certification of quality of parts or test results.
• Substitution of parts, imitation, or otherwise inferior.
Governmental Organizations
Controls and procedures related to procurement and contracting by governmental organizations
are usually more prevalent and more effective than those found in not-for-profit organizations.
In most governmental organizations, procurement and contracting procedures constitute legal
requirements. These legal requirements may address such areas as:
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• Goods or services requiring a competitive bid or proposal process.
• Dollar thresholds requiring a competitive bid or proposal process.
• Dollar thresholds requiring a certain number of verbal or written quotes.
• Specific vendors not qualified to provide goods and/or services to governmental organi-
zations within a certain jurisdiction.
• The number and content of required legal notices/advertisements for requested bids
and/or proposals.
• The lowest level at which bids or contracts may be awarded to successful bidders or pro-
posers.
• The definition of related parties for specific types of governmental organizations.
Violations of such procurement and/or contracting requirements may equate to breaking the law
and therefore be subject to civil or criminal prosecution. Procurement and/or contracting proce-
dures and requirements may be mandated by any or all of the following:
• State statutes.
• Local ordinance.
• Local resolution.
• Local approved/adopted policy.
Not-for-Profit Organizations
Controls and procedures related to procurement and contracting by not-for-profit organizations
are usually less prevalent and may be less stringent than those found in governmental organiza-
tions. However, with respect to expenditures of funds received under federal or other govern-
mental financial assistance programs, not-for-profit organizations may be required to meet
procurement and/or contracting procedures that exceed their own internally adopted policies.
Related party transactions represent another area wherein misappropriation of assets may occur
in not-for-profit organizations. These types of transactions may be especially prevalent in small
to medium-sized not-for-profit organizations or in those organizations with loose, missing, or
ineffective controls over procurement and contracting.
Cash Receipts and Fraudulent Disbursements
Issues and Concerns
As with for-profit entities, an opportunity for the misappropriation of assets exists in govern-
mental and not-for-profit organizations whenever cash is collected at or disbursed from a number
of locations. Also of concern in the consideration of fraud with respect to cash receipts and dis-
bursements is the effectiveness of controls over disbursement transactions initiated at off-site
locations.
Many of the audit concerns associated with the consideration of fraud with respect to cash re-
ceipts and disbursements relate to missing or ineffective controls. Because administrative and/or
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finance and accounting personnel in governmental and not-for-profit organizations are often
limited in number or expertise, this is of special concern for the auditor of these organizations.
Common indicators of potential fraud from the misappropriation of cash, accounts receivable
fraud, and inventories include:
• Cash receipts and disbursements
— Missing or out-of-sequence blank checks.
— Significant bank reconciling items without reasonable explanation.
— Second payee or unusual endorsements on checks.
— Missing cancelled checks.
— Unusual disbursement transactions or transactions with lacking or insufficient sup-
porting documentation.
— Citizen/customer complaints about amounts they owe the organization (for taxes,
services rendered, contribution pledges, etc.).
• Accounts receivable
— Unexplained differences noted on receivable confirmations received.
— Significant or unusual adjustments to receivable records.
— Amounts deposited that are inconsistent with amounts due.
— Significant credit balances in receivable accounts.
• Inventories
— Significant inventory shrinkage.
— Unusual inventory turnover.
— Significant unusual or unexplained entries to control or subsidiary inventory records.
— Significant unusual or unexpected relationships in inventory and inventory related
ratios.
— Receiving reports differing from purchase orders, contracts, or vendor invoices.
Governmental Organizations
Governmental organizations often receive cash at a number of locations, such as courthouses,
recreation centers, police departments, utility departments, libraries, health clinics, etc. The lack
of sufficient support staff at these off-site locations exacerbates the effect of lacking or ineffec-
tive controls that may exist at these locations. A number of opportunities for the misappropria-
tion of assets may be present in these locations.
Due to relative materiality, it is possible that in some governments, diversion of cash receipts
may not be a fraud risk area from the perspective of misappropriation of assets. However, one of
the objectives of financial reporting for governmental organizations is public accountability.
Situations such as these, while not material to the financial statements, are material to public ac-
countability.
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Not-for-Profit Organizations
Fraud through the misappropriation of cash may be of particular concern to the auditor of not-
for-profit organizations. More prevalent than in governmental organizations, is the lack of suffi-
cient support staff on or at off-site locations of not-for-profit organizations. In addition, not-for-
profit organizations often utilize volunteers in administrative and/or fund raising activities. These
volunteers may be responsible for collecting large amounts of cash. This type of situation,
together with generally lacking or ineffective controls, creates a number of opportunities for the
misappropriation of assets in not-for-profit organizations.
While not cash receipts or disbursements, services contributed to or on behalf of not-for-profit
organizations might also be subject to misdirection and/or inappropriate utilization. Employees at
certain levels of a not-for-profit organization might be in a position to request the donor of pro-
fessional services also perform similar services for them personally. Contributed trade-type
services such as electrical, plumbing, or HVAC are often actually performed by line-level
employees rather than the person committing their organization to providing such services. In
these cases, there is an increased opportunity for redirection of these services for the personal use
of employees of the not-for-profit organization.
Personnel Costs
Issues and Concerns
Significance of Personnel Costs
Governmental and not-for-profit organizations primarily provide services rather than produce
goods. Accordingly, a significant amount of expenditures/expenses in these organizations relate
to personnel costs. In this matter, as with other fraud risk areas, the lack of adequate or suffi-
ciently knowledgeable administrative and/or finance and accounting staff may result in lacking
or ineffective controls.
As discussed previously, employees of governmental and not-for-profit organizations are typi-
cally paid less than their counterparts in the private sector. To compensate, they may add hours
to their time sheets that were not actually worked. At certain levels of management, if controls
are missing, ineffective, or capable of override, it may be possible to create “fictitious employ-
ees”.
Personnel Costs and the Fraud Triangle
In addition to historically lower salary levels, employees of governmental and/or not-for-profit
organizations are subject to layoffs and/or reduced hours when resources are insufficient to
maintain existing services. Work force reductions may also occur when significant grant funds
are discontinued and alternative funding is not available to continue the program. This unstable
work environment in governmental and not-for-profit organizations may:
• Pressure employees to work another job while on the clock for the governmental or not-
for-profit organization.
• Create incentives for employees to look for ways to misappropriate assets either through
the personnel system or other venues.
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Common indicators of the potential for the misappropriation of assets due to personnel fraud in-
clude:
• Unusual or second-party endorsements on payroll checks.
• Employees without the usual withholdings related to employer provided or offered bene-
fits (i.e., insurance, retirement, savings bonds, etc.).
• Missing, unusual looking, or altered time and attendance records in general, or frequently
for the same employee(s).
• Time and attendance records signed by someone other than the usual supervisor in gen-
eral, or frequently for the same employee(s).
Exempt and Not-Exempt Employees
The issue of classifying employees as exempt or not exempt from Department of Labor regula-
tions is often an issue in governmental and not-for-profit organizations. This is especially true in
most small and many medium-sized governmental or not-for-profit organizations.
Classifying an employee as exempt when their essential duties do not meet federal guidelines for
such classification results in the employee being underpaid with respect to overtime hours
worked. When employees are classified as not-exempt when their essential duties do not meet
federal guidelines for such classification, this results in employees being overpaid with respect to
overtime hours worked. These situations, if intentional and material, result in fraud with respect
to the audits of the financial statements of governmental and not-for-profit organizations. Mate-
rial misstatements in the financial statements relate to both financial reporting and the misappro-
priation of assets.
In these situations misstatements in financial reporting occur due to contingent liabilities related
to underpaying employees, including:
• Unpaid overtime and related benefits—Including social security/Medicare, pension/
retirement matching contributions, unemployment taxes, etc.
• Penalties and interest—Including those assessed by federal, state, and/or local regulatory
authorities.
When employees are overpaid due to being incorrectly classified as not exempt from overtime
regulations, assets of the governmental or not-for-profit organization are misappropriated.
Employment-related benefits calculated on gross pay will also result in misappropriated assets.
This situation is exacerbated if employees are reporting overtime hours for hours they did not
actually work.
Hiring Procedures and Controls
Hiring procedures and controls in governmental and not-for-profit organizations may create
opportunities for fraud due to the misappropriation of assets. Governmental or not-for-profit
organizations may or may not be aware of the myriad of federal and state regulations governing
hiring, paying, and disciplining employees. Again, the lack of qualified administrative and/or
finance and accounting personnel typically contribute to missing or ineffective controls in these
areas also.
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Because of the generally less than market wages paid to employees of governmental and not-for-
profit organizations, applicants may overstate their qualifications in order to be paid more or to
be hired in higher level positions. Lower wages may also discourage qualified applicants and at-
tract applicants with questionable backgrounds or those who may lack experience or legal resi-
dent status. This may be especially apparent in areas such as road, building, or grounds
maintenance in governmental organizations and in custodial, child care, or food service positions
in not-for-profit organizations. Intentional avoidance of prudent hiring and screening procedures
may represent a fraud risk area in financial statement audits of governmental and not-for-profit
organizations.
Principle federal regulations governing hiring procedures, work conditions, and payment for
hours worked in governmental and not-for-profit organizations include:
• Americans with Disabilities Act (ADA)—Relates to discrimination in hiring persons in
protected classes (among many other areas).
• Occupational Health and Safety Act (OSHA)—Relates to safety conditions in the work
place.
• Department of Labor standards—Relates to hours worked, overtime, work status, etc.
• Department of Immigration and Naturalization—Relates to work status of persons not
considered U.S. citizens.
• Davis-Bacon Act—Relates to prevailing wage rates to be paid on federally funded or as-
sisted construction projects.
Governmental Organizations
As stated in the previous section, Department of Labor regulations require overtime pay for
hours worked in excess of the standard work week. In for-profit entities the standard work week
is typically considered to be 40 hours. For governmental organizations the standard work week
may be something other than 40 hours for a significant number of employees. Such employee
groups typically include:
• Public safety employees—Law enforcement, corrections, fire, and rescue.
• Public health—Staff at public hospitals and clinics, medical examiners, etc.
• Public works—Utility plant operators, road crews, building maintenance, etc.
When the number of hours in a standard work week is purported to be something other than 40,
the auditor should be aware of the precedents that support the standard hours used for each em-
ployee group. When no legal precedent exists to support the standard hours used by the govern-
mental organization a misappropriation of assets may have occurred (employees overpaid) or
contingent liabilities may exist (employees underpaid).
Paid overtime may create a material incentive for employees to misappropriate assets through
manipulation of the control system. For example, fire personnel in local government organiza-
tions typically work a 24-hour shift and then are off duty for the next 48 hours. In this situation,
there are usually 56 standard hours in the work week but because the end of the work week
and/or pay period spans two different days, overtime hours may be considered in the context of a
two or three week period. When other fire personnel are ill, on vacation, or participating in
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training, it is necessary to replace them with other qualified fire personnel in order to maintain
mandated minimum staffing levels. The result is that fire personnel often work several 24-hour
overtime shifts in any given pay period.
Doing the math, it is easy to see that a number of 24-hour shifts at overtime rates may quickly
create a material financial statement effect. When fire personnel work in collusion with each
other to “take” vacation or to “call in” sick, fraud due to misappropriation of assets may be pres-
ent. Auditors should be cognizant of the potential for fraud due to these types of circumstances.
An effective audit procedure in these circumstances is to compare annual W-2 earnings by
employee to adopted compensation levels for their respective positions. Variances can then be
reviewed for reasonableness. Budget to actual comparisons are also effective.
Again, it is important for auditors to understand the individual laws in this area for the particular
location they are working in. Information can be obtained from the Department of Labor (DOL)
(www.dol.gov) and the state and/or local regulatory bodies where the client is located.
Not-for-Profit Organizations
With respect to the consideration of fraud in financial statement audits of not-for-profit organi-
zations personnel administration is significant because:
• Personnel costs are typically material to the financial statements taken as a whole.
• Conditions related to the receipt of federal (or other government) financial assistance re-
quire prudence in personnel administration.
• Amounts reimbursable under federal contracts or programs may be erroneously stated
due to lacking or ineffective personnel controls and procedures.
• Improper applicant screening may result in wrongly placing dishonest employees in
positions having access to assets susceptible to misappropriation.
Nepotism is often common in not-for-profit organizations especially those that are small- or
medium-sized. In these cases nepotism may exist because family members of board members are
hired or because family members of other employees are hired. It is also possible that such per-
sons are hired:
• To fill positions specifically created for them.
• At salaries exceeding prevailing market rates.
• For positions requiring skills far beyond those they actually possess.
Whatever the circumstances, the existence of nepotism in hiring practices theoretically creates
opportunities for collusion that may result in misappropriation of assets. Additionally, nepotism
may result in misappropriation of assets because unnecessary employees were hired or were
hired at salaries not commensurate with their abilities or that exceeded prevailing market rates.
Property, Plant, and Equipment
Issues and Concerns
Generally, property, plant, and equipment subject to misappropriation in governmental and not-
for-profit organizations includes physical assets that are:
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• Small in size.
• High in value.
• High in consumer demand.
• Easily convertible to cash.
• Lacking in ownership identification.
• Subject to personal or non-program use (i.e., cellular phones, digital cameras, computers,
vehicles, tools, etc.).
• Susceptible to personal use or redirection (i.e., unused or out-of-the way buildings, vacant
land, obsolete equipment, abandoned assets, etc.).
Applying the guidance in SAS No. 99, the misappropriation of physical assets may occur
through:
• Stealing the assets.
• Causing the entity to pay for goods services that have not been received or that do not
meet required specifications.
The misappropriation of physical assets is often accomplished by circumventing controls and
may be accompanied by:
• False records or documents.
• Misleading records or documents.
In addition to the consideration of controls related to procurement, contracting, and cash dis-
bursements the auditor should consider physical controls over property, plant, and equipment.
Such procedures should be evaluated with respect to the potential for fraud due to misappropria-
tion of the physical assets of the governmental or not-for-profit organization.
Governmental Organizations
Unauthorized Use
One of the primary concerns in audits of governmental organizations related to physical assets is
determining if they were used inappropriately. This includes redirecting the use of physical
assets to another government function or for personal gain.
In the case of assets wholly or partially acquired or constructed with federal financial assistance,
redirecting the use of such assets may have significant repercussions. Often these physical assets
may not be used for any purpose not specifically included in the grant agreement. Therefore, if
the use of such an asset is to be redirected to another bona fide governmental function, permis-
sion of the grantor may be required in advance. Without such permission, provisions of the
original grant agreement may require the governmental organization to return ownership and
control of the asset to the granting agency. If unintentional, redirections of this type would not
appear to result in a fraudulent transaction.
Assets confiscated in law enforcement activities are often allowed under some state statutes to be
redirected for the use of law enforcement. Typically, these assets are allowed to be used in the
edification or enhancement of specific or any law enforcement activities. Unfortunately, assets
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confiscated in law enforcement are often subject to inappropriate misappropriation, the results of
which are usually seen on the evening news.
It is difficult to design efficient and effective audit procedures to detect the misappropriation of
publicly owned physical assets for personal use or gain. In many cases it may be necessary for
the auditor to rely on internal systems of control to provide assurance related to the proper use of
publicly owned physical assets.
Inquiry of appropriate personnel within the governmental organization may provide sufficient
audit evidence related to the appropriate use of physical assets. However, it may be necessary for
the auditor to design additional audit procedures. One procedure to consider is the observation of
physical assets in use during scheduled work hours within and throughout the jurisdiction of the
governmental organization. These observations could be compared to the “official” policies
related to use with discrepancies discussed with appropriate client personnel. From these follow
up discussions, the auditor should be able to ascertain management’s “attitude” regarding per-
sonal use of publicly owned assets whether considered de minimis or flagrantly abusive.
Periodic Physical Inventory
Many states mandate an annual physical inventory of and accounting for the property, plant, and
equipment owned by local governments. In many cases, a certain dollar threshold for this inven-
tory and accounting is stated in the enabling legislation.
Local governmental organizations may also have their own adopted policies and procedures
related to accounting for property, plant, and equipment. Such local policies and procedures may
exceed the requirements of state mandates in some cases. Even though a periodic accounting of
physical assets may be state mandated or locally required, it may not occur.
Some local governments lack adequate personnel to effectively administer a property control
function or to conduct an annual inventory of its physical assets. In other governmental organi-
zations, adequate personnel may exist to affect a property control function but the attitude of the
organization precludes minimal efforts (i.e., annual inventory) of control. The auditor should
ascertain the reasons a governmental organization does not conduct at least an annual inventory
of and accounting for its physical assets, whether mandated or not. These reasons should be
evaluated in light of the potential fraud risk associated with the misappropriation of physical
assets.
Identification and Control Systems
A common control technique to account for physical assets owned by governmental organiza-
tions is to “tag” the asset with some sort of a permanent tag or marking. Information included on
the tag may represent nothing more than the inventory control number or may include additional
information such as location, manufacturer, date acquired, maintenance schedule, etc.
Obviously the effectiveness of a “tag” system will vary from one governmental organization to
another. The auditor should evaluate the effectiveness of any tag systems in light of the fraud
risk associated with the misappropriation of physical assets.
Sales and Disposals
Governmental organizations typically have stringent controls and legal requirements related to
the sale or disposition of publicly owned physical assets. Unfortunately, lacking or ineffective
Guide to Fraud in Governmental and Not-for-Profit Environments
7-16
controls often exist with respect to sales and disposals of physical assets. Depending on the gov-
ernmental organization, controls over sales and disposals of physical assets may apply to not
only large and/or high dollar items but also to the smallest and/or low dollar items. These con-
trols typically include:
• Formal declaration by the governing body as to the surplus or obsolescence of physical
assets.
• Making sales of surplus/obsolete physical assets available to the public.
• Conducting sales of surplus/obsolete physical assets through a public auction using an in-
dependent auctioneer.
• Required advertising of the public auction including date, time, and place.
Not-for-Profit Organizations
Unique to the consideration of fraud in financial statement audits of not-for-profit organizations
is the issue of contributed physical assets. Valuable and sometimes significant physical assets are
contributed on behalf of, or for the benefit of, the not-for-profit organization or the clients it
serves. Without effective controls over these types of contributions, it is possible for them to be
misdirected and/or misappropriated. This is of special concern when a not-for-profit organization
has a number of locations or affiliates.
As with assets of governmental organizations, redirecting of assets wholly or partially acquired
or constructed with federal financial assistance by not-for-profit organizations may also have
significant repercussions. Sometimes these physical assets may not be used for any purpose not
specifically included in the grant agreement. Therefore, if the use of such an asset is to be redi-
rected to another bona fide function of the not-for-profit organization, permission of the grantor
may be required in advance. Without such permission, provisions of the original grant agreement
may require the not-for-profit organization to return ownership and control of the asset to the
granting agency. If unintentional, redirections of this type would not appear to result in a
fraudulent transaction.
Diversion of Program Benefits and Assets
Issues and Concerns
Assistance programs funded by or offered through governmental or not-for-profit organizations
offer very valuable benefits or assets to qualified beneficiaries. As such, they are highly suscep-
tible to fraud, waste, and/or abuse. When fraud occurs through the diversion of these program
benefits and/or assets, the governmental or not-for-profit organization is definitely harmed. More
importantly, however, is the harm caused to the intended beneficiaries of the program.
Government and not-for-profit organizations are involved in a number of programs designed to
benefit thousands of individuals. In many cases, federal funds are used to operate in total, or in
part, numerous programs offered through governmental and not-for-profit organizations. Some
programs typical of those provided by many government and not-for-profit organizations in-
clude:
• Unemployment benefits.
• Food stamps.
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• Housing assistance (ownership, renters).
• Financial aid for students.
• Health care.
• Job training.
• Legal assistance.
• Child care.
In most cases, these monies are awarded as grants and the grant contract includes onerous com-
pliance requirements. Lack of compliance with the grant provisions may result in the recipient
governmental or not-for-profit organization having to repay the funds to the grantor. Therefore,
an integral part of financial statement audits of governmental and not-for-profit organizations
relates to grant compliance requirements.
When federal funds are not spent in accordance with grant provisions, monies received under the
grant become contingent liabilities of the recipient organization. As such, compliance testing is
significant to not only the federal financial assistance financial statements but the basic financial
statements as well.
Potential fraud risk factors related to benefit programs sponsored by or offered through govern-
mental and not-for-profit organizations include:
• Pressure from constituent or special interest groups.
• Potential for programs to generate net revenues.
• Pressure to “use or lose” budgeted amounts or grant awards.
• Physical access to program benefits and/or assets, including:
— Highly marketable and/or easily convertible assets (i.e., supplies, food stamps,
vouchers, etc.).
— Ability to draw down cash using letters of credit.
• Decentralized outreach, intake, and/or eligibility certification processes.
• Self-monitoring responsibilities due to delegation of such from funding agencies.
• Complex funding and reimbursement arrangements or restrictions, including:
— Compliance and eligibility rules based on household size, income, etc.
— Use of third parties in determining or dispensing benefits.
— Administrative cost allowability, cost sharing, and matching.
• Insufficient resources available for or devoted to monitoring and oversight of sub-
recipients.
Common indicators of the potential for the misappropriation of assets due to the diversion of
program benefits and assets include:
• Copies of or missing application forms and underlying supporting documentation.
• Participant files lack required information (i.e., interview sheets, tax returns, etc.).
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• Decentralized intake centers or centralized intake centers with little or no monitoring by
management or supervisory personnel.
• Inadequately trained and/or supervised program personnel.
• Inadequate or ineffective controls over program assets.
• Lack of periodic physical inventories of program assets.
Governmental Organizations
Concerns in the audits of financial statements of governmental organizations related to the diver-
sion of program benefits and/or assets relate primarily to personnel. As discussed previously,
employees of governmental organizations are often paid less than market wages. This often
results in hiring individuals who do not posses the requisite knowledge, skills, and abilities to
effectively perform their assigned tasks. It may also create an incentive and/or provide the
rationalization for the misappropriation of program benefits or assets. The opportunity to com-
mit fraud with respect to program benefits and assets is often present due to insufficient or
inadequately trained individuals in administrative or accounting/finance positions.
When the incentive and rationalization to commit fraud with respect to program benefits or
assets is coupled with the opportunity for such, fraud may in all likelihood occur. However, in
many governmental organizations, employees are subject to persecution to the full extent of the
law if caught performing illegal activities. Obviously the misappropriation of program benefits
and assets could be construed as an illegal activity. Therefore, the threat of prosecution may
serve as a compensating control in that it might deter someone from committing program fraud,
waste, or abuse.
Often employees in small- or medium-size governmental organizations will have other responsi-
bilities in addition to those required of them by the grant program. As such, these employees
might be more likely to commit fraud with respect to program benefits or assets as they feel
pressured to meet unrealistic performance expectations related to all assigned responsibilities.
On the other hand, in large governmental organizations, sufficient resources may exist to allow
employees to work full time solely within the grant program. This situation may or may not
eliminate to potential pressure related to performance expectations.
Not-for-Profit Organizations
Like governmental organizations, concerns in the audits of financial statements of not-for-profit
organizations also relate to the diversion of program benefits and/or assets due to personnel.
Employees of not-for-profit organizations are also often paid less than market wages. As a result,
individuals who do not posses the requisite knowledge, skills, and abilities to effectively perform
their assigned tasks are hired in grant programs. This may create an incentive and/or provide the
rationalization for the misappropriation of program benefits or assets. The opportunity to com-
mit fraud with respect to program benefits and assets is often present due to insufficient or in-
adequately trained individuals in administrative or accounting/finance positions.
Unlike governmental organizations, employees of not-for-profit organizations may not be subject
to persecution to the full extent of the law if they are caught performing illegal activities. There-
fore, the threat of prosecution that may serve as a compensating control in governmental organi-
zations may not exist in not-for-profit organizations.
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Like their governmental counterparts, employees in small- or medium- size not-for-profit organi-
zations may have other responsibilities in addition to those required of them by a grant program.
As such, these employees might be more likely to commit fraud with respect to program benefits
or assets as they feel pressured to meet unrealistic performance expectations related to all as-
signed responsibilities. In large not-for-profit organizations, sufficient resources may exist to al-
low employees to work full time solely within the grant program. This situation may or may not
eliminate to potential pressure related to performance expectations.
Summary
This chapter focuses on the misappropriation of assets in governmental and not-for-profit organi-
zations. It first discusses the misappropriation of assets with respect to the fraud triangle and then
in relation to the fraud process. These discussions concentrate on the specific circumstances in
governmental and not-for-profit organizations that may create additional fraud risks for the
auditor of these organizations.
Also this chapter identifies five major areas of concern in audits of the financial statements of
governmental and not-for-profit organizations. Unique circumstances for each identified area are
delineated with respect to governmental and not-for-profit organizations. The major areas of
concern related to the misappropriation of assets are:
• Procurement and contracting.
• Cash receipts and disbursements.
• Personnel costs.
• Property, plant, and equipment.
• Program benefits and assets.
The use of case studies specific to operations of governmental and not-for-profit organizations
reinforces the concepts in the chapter and the auditor’s concerns with respect to the misappro-
priation of assets in these areas.

8-1
Chapter 8
Yellow Book Standards, Audit Committees, and More
Chapter Overview
This chapter will identify and discuss:
• Realize the differences between reporting under Yellow Book standards and AICPA pro-
fessional standards.
• Recognize steps to prevent, detect, and deter fraud.
• Recognize the valuable and necessary role of the audit committee in the audits of gov-
ernmental and not-for-profit organizations.
Reporting Under Yellow Book Requirements
Government Auditing Standards
Many governmental and not-for-profit organizations are required to have audits in accordance
with Government Auditing Standards (GAS, also known as the Yellow Book). These standards
are established and published by the Government Accountability Office (GAO). The standards
pertain to an auditor’s:
• Independence.
• Professional qualifications.
• Quality of audit effort.
• Performance of field work.
• Characteristics of professional and meaningful audit reports.
Generally accepted government auditing standards (GAGAS) are followed by auditors when
they are required to do so by:
• Law.
• Regulation.
• Agreement.
• Contract.
• Policy.
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Independence
In an effort to better serve the public interest and to maintain a high degree of integrity, objectiv-
ity, and independence for audits of government entities, the GAO has established independence
standards for governmental auditors. These GAO independence standards exceed those of the
AICPA in certain circumstances especially as they relate to nonaudit, or consulting services.
CPAs performing audits of governmental and not-for-profit organizations under Yellow Book
requirements should be familiar with these independence standards.
Government Auditing Standards and AICPA Professional Standards
GAGAS are used in conjunction with AICPA professional standards for audits of governmental
and not-for-profit organizations performed by certified public accountants. As such, GAGAS
incorporate AICPA field work and reporting standards and the related statements on auditing
standards for financial statement audits except where specifically excluded. GAGAS also incor-
porate the AICPA general standard on criteria, the field work, and reporting standards as well as
related statements on standards for attestation engagements unless specifically excluded.
However, GAGAS prescribe requirements in addition to those provided by the AICPA. This is of
special interest to the auditor of governmental and not-for-profit organizations with respect to the
consideration of fraud in the audits of the financial statements of these organizations.
The auditor must comply with these additional standards when citing GAGAS in their audit re-
ports. GAGAS include general standards relating to independence, professional judgment, com-
petence (including continuing professional education [CPE]), and quality control and assurance
(including peer review). Additional GAGAS standards relate to the following areas:
• Field Work Standards—Financial Audits
— Auditor communication—Broadens parties with whom auditors must communicate
and requires communication of specific information.
— Consideration of the results of previous audits and attestation engagements—Identify
concerns with respect to the current audit and ascertain corrective action taken.
— Detecting material misstatements resulting from violations of contract provisions or
grant agreements and abuse.
— Pursuing indications of fraud, illegal acts, violations of contract provisions or grant
agreements or abuse.
— Developing elements of a finding for financial audits.
— Audit documentation.
• Reporting Standards—Financial Audits
— Auditor’s compliance with GAGAS.
— Internal control and compliance with laws, regulations, and provisions of contracts or
grant agreements.
— Deficiencies in internal control, fraud, illegal acts, violations of provisions of con-
tracts or grant agreements, and abuse.
— Reporting views of responsible officials.
— Reporting privileged and confidential information.
— Report issuance and distribution.
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• Field Work Standards—Attestation Engagements
— Auditor communication—Information about the nature, timing, and extent of planned
testing and reporting.
— Consideration of the results of previous audits and attestation engagements—Identify
concerns with respect to the current audit and ascertain corrective action taken.
— Internal control—Obtain understanding with respect to the subject matter or assertion
being tested.
— Detecting fraud, illegal acts, violations of contract provisions or grant agreements,
and abuse that could have a material effect on the subject matter—Engagement de-
sign should provide reasonable assurance of detecting fraud, illegal acts, violations of
contract provisions or grant agreements, and abuse.
— Developing elements of findings for attestation engagements—Elements for a finding
depend on objectives of the attestation engagement.
— Attest documentation—Related to planning, conduction, and reporting on the attesta-
tion engagement.
• Reporting Standards—Attestation Engagements
— Auditor’s compliance with GAGAS.
— Reporting deficiencies in internal control, fraud, illegal acts, violations of provisions
of contracts or grant agreements, and abuse.
— Views of responsible officials—Concerning findings, conclusions, and recommenda-
tions as well as planned corrective actions related to deficiencies in internal control,
fraud, illegal acts, violations of provisions of contracts or grant agreements, or abuse.
— Privileged and confidential information—Nature of information omitted and re-
quirement making the omission necessary.
— Report issuance and distribution.
• Field Work and Reporting Standards for Performance Audits
Auditing for Abuse
The 2003 revision to the Yellow Book expanded the government audit fieldwork standards with
respect to financial audits to include abuse.
According to the Yellow Book, abuse is not the same as fraud, illegal acts, or violations of con-
tract provisions or grant agreements. No law, regulation, contract provision or grant agreement is
violated when abuse occurs. As defined by Section 4.19 of the 2003 Yellow Book:
…abuse involves behavior that is deficient or improper when compared with behavior that a pru-
dent person would consider reasonable and necessary business practice given the facts and cir-
cumstances.
When the auditor obtains information indicating abuse might have occurred he/she should con-
sider whether such possible abuse could significantly affect the financial statement amounts or
other data. The auditor should consider such instances of potential abuse from both a qualitative
and quantitative perspective. Auditors are not expected under Yellow Book standards to provide
reasonable assurance of detecting abuse because such determination is subjective.
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In a Yellow Book financial statement audit, common areas where instances of abuse might occur
include:
• Travel expenditures/expenses—First class airfare, meeting locations chosen for personal
reasons rather than less costly locations, driving a personal vehicle and being reimbursed
for mileage when less expensive transportation alternatives exist, etc.
• Excessive and/or personal use of cellular phones—Calls to a facility placed soon after
leaving it, calls made of a personal nature or during business hours, etc.
• Personal use of assets owned by the governmental or not-for-profit organization—Use of
organization owned vehicles for personal errands, maintenance of personal files on com-
puters owned by the organization, etc.
Obviously, these types of expenditures/expenses are not usually material to the financial state-
ments from a quantitative perspective. However, if abuse is identified, it would be qualitatively
material to the financial statements.
Where Can I Find More Information?
Auditors performing audits of governmental and not-for-profit organizations should be familiar
with government auditing standards. Additionally, these auditors should be aware of the distinc-
tions between government auditing standards and auditing standards of the AICPA. The Yellow
Book is available at www.gao.gov.
What Is Check 21?
The intent of the Check Clearing for the 21st Century Act (Check 21), effective October 28,
2004, is to reduce dependence on the physical delivery of checks by the banking system. As
such, the Act allows the use of “substitute checks” to streamline the check collection and return
process. Substitute checks are paper reproductions of the original check that are processed the
same, and have the same legal validity, as original paper checks. These substitute checks are
processed through the check clearing system eliminating the need for banks to transport checks
throughout the country (in order to clear them through the Federal Reserve system). Additional
information about Check 21 can be obtained from the Federal Reserve or accessed via their web
site at www.federalreserve.gov/paymentsystems/truncation/default.htm.
From a documentation perspective, Check 21 presents a change from the traditional audit trail
provided by original paper checks. The use of substitute checks means some bank customers
may receive copies of their cancelled checks rather than the original cancelled paper checks. Im-
plementation of Check 21 may affect the nature, timing, and extent of the audit procedures
related to cash disbursements. Additionally, if misappropriation of cash is determined to be a
fraud risk factor, the implications of Check 21 may significantly affect the audit procedures.
Early in the planning stage of the audit, auditors should ascertain which of their audit clients
have been affected by the Act and to what extent.
How to Prevent, Detect, and Deter Fraud—Almost!
Being aware of situations that have the potential to create fraud risks is the first step in designing
effective programs and controls to prevent, detect, and deter fraud. The following general situa-
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tions may be warning signs indicating fraudulent financial reporting and/or fraud due to misap-
propriation of assets:
• An organizational culture of arrogance and management entitlement.
• Accounting policies relying too heavily on management’s judgment.
• Accounting policies that seem too aggressive especially in light of accounting and fi-
nance staff expertise.
• Overly centralized control over financial reporting especially in organizations with larger
or more adequate staff in the areas of accounting and finance.
• Departure of key senior management personnel.
• Failure to listen to key accounting/finance personnel within the organization.
• Receivables growing at a faster rate than the related revenues.
• Periods of prolonged success especially when economic, industry, or organizational con-
ditions indicate otherwise.
• Difficulty in paying bills on a timely basis or less timely than in prior years.
• Transactions lack economic purpose (may be indicative of kickbacks as well as misap-
propriation of assets or financial statement fraud).
Assets are commonly misappropriated through embezzlement meaning money is taken before or
after it is deposited in the organization’s bank account. When money is taken before it is depos-
ited, the embezzler must also adjust customer accounts to conceal the embezzlement. Usually
embezzlement starts with small amounts and increases to large amounts over time until it is dis-
covered.
Knowledge of the “typical embezzler” is helpful in detecting fraud from misappropriation of
assets. When the stress of embezzlement catches up to an embezzler (or when they feel they are
about to be caught), their personalities often change and they may become moody. Characteris-
tics of the “typical embezzler” include:
• Trusted employee.
• Dedicated and often works long hours.
• Dislikes mandatory vacation policies.
• Resents cross training.
• Seen as likeable and generous.
• Deceptive and usually an adept liar.
A number of low cost, high impact policies and procedures can be implemented to help prevent,
detect, and deter fraud in most governmental and not-for-profit organizations. A highly effective
and almost no-cost control that can be implemented by any governmental or not-for-profit
organization is to take a hard line with respect to fraud. If the “tone at the top” is one of zero
tolerance and/or if fraudsters are promptly disciplined, employees may be less likely to commit
fraud. A positive and open work environment, at all levels of the organization, also helps in pre-
venting, detecting, and deterring fraud.
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Other general techniques to prevent, detect, or deter fraud include:
• General
— Periodic review of control accounts for adjustments when fully integrated subsidiary
systems are in place.
— Establishment of a “fraud hotline” (as simple as a board member with a cell phone or
as sophisticated as a separate phone line allowing anonymous calls 24/7).
• Cash
— Timely reconciliation of bank statements reviewing statements for:
■ Unusual activity,
■ Dual endorsements on back of checks,
■ Changes to items on front of checks, and
■ Individuals endorsing checks issued to a business.
• Purchasing/accounts payable
— Extensive paperwork and procedures related to setting up new vendors (especially
effective if purchasing is extremely decentralized).
— When controls and programs related to cash disbursements/purchasing are inade-
quate, use a simple software program (internally developed or purchased off the
shelf) to:
■ Cross-reference vendor names to all permutations of employee names,
■ Cross-reference vendor payment addresses to all employee addresses,
■ Cross-reference all delivery locations on vendor statements to all physical ad-
dresses of the organization,
■ Cross-reference phone numbers on vendor statements to employee phone num-
bers,
■ Cross-reference all delivery locations on vendor statements to all employee ad-
dresses,
■ Identify vendors with higher than expected purchase volume either for the month
or for the year (or some other meaningful period),
■ Identify transactions (purchases, purchase orders, and checks) falling just below
established threshold amounts listed by vendor, purchaser, department/agency,
employee, etc.,
■ List vendors with incomplete master file information, and
■ List vendors added and deleted within an established time frame.
• Payroll/personnel
— Mandatory background checks prior to starting work.
— Printing accrued and unused leave hours on employee pay check stubs (deters theft of
hours when payroll/personnel controls are inadequate).
— Surprise visits to offsite locations.
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Procurement Cards
Increased use of procurement or purchasing cards may result in increased fraud risks if adequate
controls over their use and distribution are not in place. Financial institutions offering procure-
ment card systems are able to put a number of effective controls in place related primarily to
spending limits and vendor types. These financial institution controls typically include:
• Single purchase limits,
• Weekly or monthly purchase limits,
• Blocking or limiting cash options, and
• Merchant category blocking.
In addition to the controls available through the financial institution, the governmental or not-for-
profit organization can implement other controls over procurement cards. Fraud due to misap-
propriation of assets using a procurement card may be prevented, detected, or deterred using the
following controls:
• Prohibiting the use of procurement cards for the purchase of gift cards.
• Blocking the cash option on all procurement cards.
• Written policies and procedures related to the issuance and use of procurement cards.
• Requiring employees with procurement cards to execute a “cardholder’s agreement” prior
to receiving their procurement card. This agreement should specifically state the em-
ployee’s responsibilities with respect to use of the card and the consequences if the pro-
curement card is used fraudulently.
• Submission of receipts with card statements and review of these receipts by a responsible
and appropriate party (i.e. supervisor, administrative support staff, accounts payable staff,
etc.).
• Prompt processing of card statements at the user level (i.e. within x days of receipt) and
timely forwarding of same for payment.
• Review of periodic “exception reports” whether developed internally or by the financial
institution.
• Random audits of procurement card purchases by the internal audit or finance depart-
ment.
Computer Fraud
In today’s business environment, technology plays a major role in almost all aspects of an
organization’s operations. The CPA or CFO may be unable to keep up with technological
changes. In many of these cases, the establishment of programs and controls to prevent, detect,
or deter computer-related fraud is left to the technology function. By understanding the factors
that encourage fraud, effective programs and controls that discourage fraud can be developed.
Factors influencing computer crime are either motivational or personal. Motivational and per-
sonal factors relate to both rationalization/attitude and incentive/pressure in the fraud triangle.
The following motivational and personal factors tend to encourage computer crime:
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• Inadequate pay and benefits including promotional opportunities.
• Poor communication of expectations (job performance, behavior, etc.) by management.
• Lack of performance feedback mechanisms.
• Mediocre performance is an acceptable performance standard.
• Inadequate support and lack of resources to meet standards.
• Not enough review and follow-up to assure compliance with organizational programs and
controls.
• Inadequate standards of recruitment and selection.
• Deficient or missing orientation and training programs.
Preventing computer fraud is not necessarily a highly technical and/or expensive proposition.
The primary factors that discourage computer crime are:
• Internal accounting controls.
• Access controls.
• Internet firewalls.
Internal accounting controls that may be effective in preventing, detecting, and deterring com-
puter fraud include the following:
• Separation and rotation of duties both within and external to the technology function.
• Timely update of accessible computer applications when personnel change jobs or when
the requirements of their current position change.
• Periodic and surprise inspections and security reviews.
• All control policies and procedures required to be written (zero tolerance for deviations
from this policy).
• Offline controls and limits such as batch controls and hash totals where indicated and cost
effective.
Access controls to prevent, detect, and deter computer fraud include the following:
• Authentication/identification controls such as:
— Keys
— Smartcards
— Passwords
— Biometrics
— Callback systems
— One-time passwords
— Constrained access by time and day
— Periodic code and password changes
• Compartmentalization of information
• Encryption of data while stored or in transit
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The Role of the Audit Committee
Overview
An audit committee can play a vital role for any organization, but especially for governmental
and not-for-profit organizations where accountability to the public and to resource providers is
paramount. If organized properly and allowed to function with autonomy, an audit committee
can be an effective control, as well as a liaison between management, the external auditor, inter-
nal auditors, and the governing body or board of directors.
Governmental and not-for-profit organizations may or may not have a formal audit committee
function. In lieu of a formal audit committee function, the governing body of a governmental
organization may serve in an audit committee capacity. Likewise, the board of directors or fi-
nance committee may serve an audit committee function in not-for-profit organizations. Regard-
less of the form of the audit committee function, the auditor should thoroughly understand the
substance, authority, capacity, and role of the de facto audit committee.
Citizens, stakeholders, resource providers, and the financial community have an ever-increasing
expectation with respect to the oversight role of the audit committee. In some cases, it may be
necessary for the auditor to educate and/or advise members of the formal or de facto audit com-
mittee for them to better execute their oversight responsibilities.
Duties of an Audit Committee
In governmental and not-for-profit organizations, audit committees can assist the governing body
or board of directors, respectively, in understanding financial matters. This will result in a more
knowledgeable board and will also augment the external audit function. An audit committee
should be large enough to incorporate business and financial diversity yet small enough to be
manageable. In carrying out their duties, members of an audit committee should be:
• Objective.
• Competent.
• Aggressive.
The Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees was
formed in the fall of 1998 by the New York Stock Exchange (NYSE) and the National Associa-
tion of Securities Dealers (NASD). In early 1999, this committee issued a 71-page report with 10
recommendations serving as the foundation to strengthen the independence and effectiveness of
the audit committee. Briefly, the 10 cornerstone recommendations were as follows:
 1. Adoption by the NYSE and NASD of stricter definitions of independence for directors
serving on audit committees of listed companies.
 2. Requirement by the NYSE and NASD for larger companies to have audit committees
composed entirely of independent directors.
 3. Requirement by the NYSE and NASD for larger companies to have “financially literate”
directors on their audit committees.
 4. Requirement by the NYSE and NASD that each company adopt a formal audit commit-
tee charter and to review it at least annually for adequacy.
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 5. Recommendation that each company disclose whether it has adopted an audit committee
charter, as well as other information, in its proxy statement.
 6. For listed NYSE and NASD companies a statement in the audit committee charter that
the outside auditor is ultimately accountable to the board of directors and the audit
committee.
 7. Charter mandated communication between audit committees and outside auditors of
listed NYSE and NASD companies about independence issues (in accordance with Inde-
pendence Standards Board [ISB] regulations).
 8. Recommend that generally accepted auditing standards require discussions between the
outside auditor and the audit committee as to the quality of accounting principles used
rather than simply the acceptability of such issues.
 9. Recommend that each company include in its annual report a letter from the audit com-
mittee clarifying it has reviewed the audited financial statements with management as
well as performed other tasks.
 10. Recommend that the outside auditor perform an interim review under SAS No. 71,
Interim Financial Information, before a company files its form 10-Q.
Clearly, had the recommendations of the Blue Ribbon Committee been in effect, the financial
machinations of Enron, Global Crossing, and WorldCom might have been detected in time to
avoid financial collapse or avoided completely. The “public” aspect of governmental and not-
for-profit organizations is not too much different than that of publicly traded companies. There-
fore, some of the recommendations of the Blue Ribbon Committee may be very applicable to
these “public” organizations.
Today, the first and foremost responsibility of the audit committee should be to safeguard the
overall objectivity of the financial reporting and internal control processes. To that end, typical
duties of an effective audit committee should include:
• Choosing the independent auditor.
• Reviewing the audit.
• Considering the report on internal control weaknesses.
• Reviewing the work of the internal audit function.
• Reviewing year-end and interim financial statements.
• Reviewing and approving changes in accounting principles.
• Considering and evaluating nonaudit services performed by the external auditor.
• Preparing reports to the governing body or board of directors of all actions and recom-
mendations taken by the audit committee.
Provisions of the Sarbanes-Oxley Act apply only to those companies that are publicly traded.
However, some of the requirements of audit committees of these companies imposed by
Sarbanes-Oxley are relevant to audit committees of governmental and not-for-profit organiza-
tions. For governmental organizations, state statutes, enabling legislation, or other legal or char-
ter provisions may preclude the audit committee from certain of these responsibilities. Respon-
sibilities of the audit committee under provisions of Sarbanes-Oxley relevant to governmental
and not-for-profit organizations include:
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• Direct responsibility for the appointment, compensation, retention, and oversight of inde-
pendent auditors reporting directly to the audit committee.
• Establishing specific procedures for handling complaints received by the organization
related to accounting, internal accounting controls, or audit matters.
• Pre-approve all audit services and permitted non-audit services provided by outside
accounting firms (subject to a narrow de minimis exception).
• Timely receipt of the following reports required of the external auditor:
— Critical accounting policies and practices to be used.
— Alternative treatments of financial information within generally accepted accounting
principles discussed with management including the following:
■ Ramifications of the use of such alternative disclosures and treatments.
■ Treatment preferred by the external audit firm.
— Other material, including, but not limited to, the following:
■ Written communication between the external audit firm and management regard-
ing certain issues.
■ Any management letter or schedule.
■ Unadjusted differences.
Implementing an Effective Audit Committee
Internal control over financial reporting has always been significant in the governance of an
organization. An audit committee function may be extremely effective in discharging part of the
responsibility governmental and not-for-profit organizations have for compliance and public
accountability.
A number of resources are available to governmental and not-for-profit organizations and their
auditor wishing to implement or improve an audit committee function. The AICPA has created
an Audit Committee Effectiveness Center where information, resources, toolkits (available for
download) publications, and related links are available to assist in this process. Such information
is available through the home page of the AICPA at www.aicpa.org or directly through the Audit
Committee Effectiveness Center at www.aicpa.org/audcommctr.
Summary
This chapter discusses the requirements of the auditor of governmental and not-for-profit organi-
zations with respect to audits performed under generally accepted government auditing stan-
dards. The differences in audit standards under requirements of the Yellow Book and those
promulgated by the AICPA are outlined in this chapter also.
Also this chapter talks about the role of the audit committee in financial statement audits of gov-
ernmental and not-for-profit organizations. The duties of an audit committee are delineated in
light of the Sarbanes-Oxley Act and the 1998 SEC Blue Ribbon Committee on Improving the
Effectiveness of Corporate Audit Committees. Resources available to CPAs from the AICPA
with respect to implementing an audit committee function are also included in the chapter.
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Chapter 9
Ethics Focus: Accounting and Auditing
Ethics Overview
Compliance with ethical and professional standards is at the very heart of what it means to be a
certified public accountant (CPA). Our profession was founded on the qualities of honesty,
trustworthiness, being free of conflicts, doing what is right, and having due and proper support
for our work and opinions. The need for all of us to uphold these values is just as true today as it
was over 100 years ago, when CPAs first became a key part of the financial reporting process.
Ethical compliance is, however, not just a luxury afforded to us. In the current environment of
expanded responsibilities and transparency, greater liability, and new civil and criminal penalties
for failure to meet professional standards, each of us is personally and professionally obligated to
know and understand our ethical duties. The AICPA and state societies are committed to in-
creasing awareness of ethical issues among our membership and assisting professionals in im-
plementing the high ideals of our profession.
With regulatory oversight and standard setting for accounting and auditing services spread
among the AICPA, Department of Labor (DOL), Financial Accounting Standards Board
(FASB), Government Accountability Office (GAO), Governmental Accounting Standards Board
(GASB), Office of Management and Budget (OMB), Public Company Accounting Oversight
Board (PCAOB), and Securities and Exchange Commission (SEC)—just to mention a few—the
term “public responsibility” is more than just an expression of a CPA’s obligations to members
of the public. Add to this the following:
• The strengthened independence requirements,
• Expanded reporting on critical accounting policies, internal controls, and off-balance
sheet transactions,
• A renewed focus on revenue recognition and earnings management concerns,
• New audit and accounting considerations, such as those outlined in SAS No. 99, Consid-
eration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316), and GASB No. 34,
• Quality of financial reporting questions and enhanced compliance standards for nonprofit
organizations (NPOs) and other reporting entities,
• Infrastructure, capital asset and valuation issues, and
• Enhanced standards governing accounting, auditing and compilation or review engage-
ments.
Moreover, it is easy to see why CPAs in public practice have a sense of facing more challenges
than ever before. Additionally, audit committees and boards of directors are asking outside audit
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firms to analyze and communicate a growing amount of complex financial information to these
and other stakeholders.
Interpretation 101-3
On December 31, 2003, Interpretation 101-3, “Performance of Nonattest Services,” under Rule
101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), became effective
under the AICPA Code of Professional Conduct following its adoption by the Professional Eth-
ics Executive Committee, or PEEC. Interpretation 101-3 deals specifically with the performance
of such services for attest clients. The Interpretation includes three general requirements that
must be met when performing nonattest services that are discussed below. Since its adoption,
there have been two significant developments relating to Interpretation 101-3. First, the require-
ment that the member document in writing the understanding with the attest client with respect to
the nonattest services to be performed was given an effective date of December 31, 2004. Sec-
ond, the documentation requirement has been clarified to stipulate that it must be addressed only
when the client becomes an attest client. That is, a member that provides only nonattest services
to a client is not required to meet the documentation requirement until the client becomes an at-
test client—so at the time the attest engagement commences, the member must then take steps to
meet the documentation requirement.
Interpretation 101-3 requires a member to determine that the Interpretation’s requirements have
been met before performing nonattest services for an audit client. If the requirements have not
been met during the period of professional engagement or the period covered by the financial
statements, the member’s independence would be impaired. The Interpretation also requires
members who perform nonattest services for attest clients and that are subject to independence
regulations of bodies such as the SEC, GAO or DOL to comply with such independence regula-
tions. If the independence regulations are more restrictive than the Interpretation, the member is
required to comply with the independence regulations and the failure to do so would also con-
stitute a violation of the Interpretation.
The three general requirements imposed by the Interpretation are:
 1. Management functions or management decisions should not be performed for the attest
client. Note, however, that the member may provide advice, research materials and rec-
ommendations to assist management in performing its functions or in decision-making.
 2. The client must agree to make all management decisions and perform all management
functions, designate a competent employee to oversee the services, evaluate the adequacy
and results of the services, accept responsibility for the services’ results, and establish
and maintain internal controls, including monitoring ongoing activities.
 3. Before performing nonattest services for the attest client, the member must document in
writing with the client the objectives of the engagement, services to be performed, client
acceptance of its responsibilities, the member’s responsibilities, and any limitations on
the engagement.
The Interpretation also includes a matrix of different types of non-attest services such as book-
keeping, payroll and other disbursements, benefit plan administration, investment or corporate
finance advice, and information system services that have been broken down into categories of
sub-services that (1) could be performed without impairing independence, or (2) would impair
independence if performed.
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Three other points about the Interpretation bear mention. First, when evaluating the competency
of the client’s designated employee to oversee the provision of nonattest services, the member
“should be satisfied that the employee understands the services to be performed sufficiently to
oversee them—and if the client has no such employee or otherwise cannot assume its responsi-
bilities, the member’s provision of nonattest services would impair independence. Second, cer-
tain routine activities like “providing advice and responding to client’s technical questions as
part of the normal client relationship” are not subject to the documentation requirement of the
Interpretation. Lastly, the Interpretation reiterates again those general activities that will impair
independence.
Members who provide nonattest services to attest clients should be familiar with the Interpreta-
tion and its requirements that relate both to the member and to the client. This is particularly true
as the documentation requirement is now effective and requires members to put the required
documentation in place before performing nonattest services for attest clients. For further infor-
mation, you can review the Interpretation, as well as the entire AICPA Code of Professional
Conduct at the following site: http://www.aicpa.org/members/div/ethics/index.htm.
Key Ethical Dilemmas
Professional engagements will continue to raise a broad range of ethical issues such as independ-
ence, integrity and objectivity, reporting and disclosure, scope of services, and permissible types
of compensation. Let’s briefly review a few of the more common ethical dilemmas you may en-
counter in providing accounting and auditing services.
Independence and Due Care
• Are third party actions enough to impair independence? What should you do in response?
• Do Yellow Book and/or OMB independence requirements apply? How?
Integrity and Objectivity
• When do professional services take on the appearance of advocacy?
• Can the audit of an employee benefit plan impair objectivity? How?
Reporting and Disclosure
• What reporting obligation do I have if I uncover earnings management?
• As outside auditor, what discussions must I have with an audit committee or board?
• If I have detected a heightened risk of fraud, what steps must I take to comply with my
professional obligations?
Scope of Services and Compensation
• What must I do for our firm to render nonaudit services to a client—and which of these
services are prohibited under all circumstances?
• Is disclosure enough to permit my firm to take on nonaudit services?
• Is a contingent fee ever acceptable? What about a value-added fee?
• If we compensate a third party for a referral, what are our ethical obligations about this?
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Addressing Ethical Dilemmas
When you encounter an ethical dilemma in accounting or auditing, bear in mind the following
professional conduct principles—among the most important in our profession. The citations are
to provisions of the Code of Professional Conduct. You can access the complete AICPA Code of
Professional Conduct at http://www.aicpa.org/members/div/ethics/index.htm:
• Be “guided by the precept that when members fulfill their responsibility to the public,
clients’ and employers’ interests are best served.” [§53, Article II.02]
• Test decisions and deeds by asking, “Am I doing what a person of integrity would do?
Have I retained my integrity?” [§54, Article III.03]
• Members should “determine, in their individual judgments, whether the scope and nature
of other services provided to an audit client would create a conflict of interest in the per-
formance of the audit function for that client.” [§57, Article IV.03]
Available Resources
Accounting professionals have a multitude of resources available to provide guidance on ethical
issues. In addition to the Code of Professional Responsibility and the Interpretations and Ethics
Rulings under the Code, each state has its own Code that has been adopted by the state society or
state accountancy board. Many states maintain ethics hot lines staffed by knowledgeable CPAs
who are trained to give you advice on how to handle specific ethical issues. Further guidance is
available from rules adopted by the Securities and Exchange Commission, the GAO and other
government regulatory agencies.
In 2003, the AICPA introduced a new CPE course designed to explore common ethical issues
encountered by accounting professionals. Entitled “Real World Business Ethics: How Will You
React?,” this program features true-to-life cases involving topical ethical issues—set in the con-
text of audits, forensic investigations, consulting and advisory services, as well as management
reporting and disclosure. If you are looking for an up-to-date ethics refresher in an interactive,
case-based setting, we encourage you to contact your state society to find out when they will be
offering this course. You can also access individual case studies from this course through AICPA
InfoBytes. Each individual case study carries one hour of CPE ethics credit and asks you to ad-
dress an ethical dilemma you face in various positions such as the engagement partner, review
partner, CFO, corporate controller, and forensic investigator. These case studies are at http://
www.cpa2biz.com/OnlineProducts/AICPA+InfoBytes/Ethics/default.htm.
The AICPA’s Professional Ethics Division also has an abundant range of information available
for members at http://www.aicpa.org/members/div/ethics/index.htm, including fact sheets and
other resources, ethics exam materials, and current developments in ethics such as rule updates,
exposure drafts, and comment letters. Through the Division’s web page, you can hyperlink to
InfoByte CPE courses on Independence, Professional Ethics and Selected Ethics Topics and get
information about how to contact the AICPA Ethics Hotline by phone (888-777-7077, followed
by menu options 5 and 2) or by e-mail (ethics@aicpa.org). You can hyperlink from the Divi-
sion’s web page to review changes to independence and other standards, as well as implementa-
tion guidelines for these standards, adopted under the Sarbanes-Oxley Act of 2002. You can also
search for ethics articles published in the Journal of Accountancy and The CPA Letter through
the AICPA website.
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Chapter 10
Latest Developments
Chapter Overview
After completing this chapter, you will have information on recent developments in the not-for-
profit and state and local government sectors, including:
• The 2005 changes to the Government Auditing Standards (GAS, also known as the Yel-
low Book) continuing professional education (CPE) requirements
• Congressional hearings related to not-for-profit organizations
• The 2005 Office of Management and Budget (OMB) Circular A-133 Compliance Sup-
plement
• Common Yellow Book and A-133 audit deficiencies
• The Federal Inspector General project related to A-133 audits
• The revision of the Department of Housing and Urban Development (HUD) Consolidated
Audit Guide
• AICPA activities related to audit documentation, defining professional requirements,
generally accepted accounting principles (GAAP) for nongovernmental entities, risk
assessments and Statement on Auditing Standards (SAS) No. 60, Communication of
Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards,
vol. 1, AU sec. 325), as amended
• Two recent auditing interpretations
• Other key AICPA activities
• The issuance of Governmental Accounting Standards Board (GASB) Statement No. 46
related to net assets restricted by enabling legislation
• The issuance of GASB Statement No. 47 related to accounting for termination benefits
• Other key GASB activities
• Selected Financial Accounting Standards Board (FASB) activities
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Certified Puzzling Activity
If you find some of the latest developments in the governmental and not-for-profit arena to be
puzzling and need a break, try this crossword.
1 5 10
3
7 4
2
8
6
9
1 Curious George’s friend would likely
read this book.
6 GASB Statements No. 43 and No. 45.
2 The FASB has been trying to unlock
this area of not-for-profit accounting
since 1999.
7 Snakes do not like GAAP and prefer to
use this for their financial reporting.
3 If at a social gathering you elect to
dazzle friends and family for two hours
by lecturing them on the virtues of the
Yellow Book, they may develop a
condition known as …
8 The U.S. Senate _________ Committee
has held hearings on not-for-profits and
is considering potentially significant
reforms to this sector of the economy.
4 This Italian monk is credited with
developing the double-entry accounting
system in 1494.
9 In 1928 Walter Diemer, an accountant
for the Fleer Chewing Gum Co., in-
vented this type of gum.
5 The Government Accountability Office
(GAO) has issued guidance related to
this in both 2004 and 2005.
10 The body that establishes accounting
principles for federal entities.
Latest Developments
10-3
Federal Developments
2005 Changes to the Yellow Book CPE Requirements
In April 2005, the GAO issued a two-page document entitled Technical Amendment to the CPE
Requirements of the 2003 Revision of Government Auditing Standards (the amendment) and a
32-page document entitled Guidance on GAGAS Requirements for Continuing Professional Edu-
cation (CPE Guidance). This is the second year in a row for the GAO to issue CPE guidance as
in 2004 the GAO issued an Amendment to Paragraph 46 of the Interpretation of Continuing
Education and Training Requirements (April 1991).
One may ask why the GAO has issued all these documents. The answer lies in the 2003 revision
of the Yellow Book. The fundamental difference related to CPE in the 2003 Yellow Book from
the 1994 Yellow Book is that the 2003 Yellow Book stated that the 80 hours of CPE to be com-
pleted every two years should “directly enhance the auditor’s professional proficiency to perform
audits and/or attestation engagements.” This differed from the 1994 Yellow Book which required
training that “contributes to the auditor’s professional proficiency.” A great deal of discussion
has subsequently arisen over what the GAO meant by this change. Some have felt that the GAO
meant that all CPE must now be accounting and auditing (which it does not) and that no tax
courses could count (some actually do). To provide guidance on what the 2003 Yellow Book
meant the GAO has issued the aforementioned guidance in 2004 and 2005.
Before looking at what changed with the 2005 guidance, it is helpful to take a bird’s-eye view of
what the CPE requirements are as reflected in the 2003 Yellow Book:
The changes issued in 2005 did not change the requirements we just illustrated. However, they
did make several other significant changes as shown in the following.
Every two years, an auditor must obtain 80 hours of CPE
that directly enhances the auditor’s professional proficiency
to perform audits and/or attestation engagements. At least
20 hours of the 80 should be completed in any one year of
the two-year period.
The other 56 of the 80 hours
of CPE must simply enhance
the auditor’s professional pro-
ficiency to perform audits
and/or attestation engage-
ments in general.
At least 24 of the 80 hours of
CPE should be in subjects di-
rectly related to government
auditing, the government envi-
ronment, or the specific or
unique environment in which
the audited entity operates.
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Key Changes in the New Yellow Book CPE Rules (Issued in 2005)
Current Rules (in effect until 2005 rules
become effective or are applied early) New Rules (issued in 2005)
• Until the requirements of the rules issued
in 2005 become effective or are applied
early, an audit organization is subject to
the requirements of the 1991 CPE
Interpretation and the March 2004
Internet Notice.
• Effective for CPE measurement periods
beginning on or after June 30, 2005, with
early application encouraged.
• Auditors involved in planning, directing,
or reporting or auditors performing field
work who charge 20 percent or more
annually of their time to generally accepted
government auditing standards (GAGAS)
engagements must obtain, every two years,
at least 80 hours of CPE that directly
enhance their professional proficiency to
perform audits and/or attestation
engagements. At least 24 of the 80 hours
should be in subjects directly related to
government auditing, the government
environment, or the specific or unique
environment in which the audited entity
operates. At least 20 hours of the 80
should be completed in any one year of
the two-year period.
• No real change in terms of number of hours
required and when they must be acquired
by. What has changed is that the new
guidance provides more detail on the types
of courses that the GAO believes meet the
80-hour requirement and the 24-hour
requirement. The new rules are more
lenient in terms of the types of courses that
satisfy the 24-hour requirement. Probably
the most significant change is in the area of
audit courses focused on the AICPA
Statements on Auditing Standards (SAS).
Specifically, because the SAS are
incorporated by reference in the Yellow
Book, courses on the AICPA SAS for field
work and reporting would now count
towards the 24 hours, as would applicable
courses on the AICPA Statements on
Standards for Attestation Engagements
(SSAE). However, in this example, to
count towards the 24-hour requirement the
course would need to be SAS focused and
not a more generic audit course that covers
issues other than the SAS at length.
• Auditors who are only involved in
performing field work but not involved in
planning, directing, or reporting and who
charge less than 20 percent annually of
their time to GAGAS engagements
do not have to comply with the 24-hour
government-related CPE requirement
but do have to comply with the
remainder of the 80-hour CPE
requirement.
• Auditors who are only involved in
performing field work but not involved in
planning, directing, or reporting and who
charge less than 20 percent annually of
their time to GAGAS engagements
are required to take 24 hours of
government-related CPE in each
two-year period but do not have to
comply with the remainder of the
80-hour CPE requirement.
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• Individual auditors generally have two
years from the date they start a Yellow
Book engagement to comply with the CPE
requirements.
• Auditors hired or assigned to a Yellow
Book engagement after the beginning of an
audit organization’s two-year CPE period
should complete a prorated number of CPE
hours. The required number of prorated
hours is calculated based on the number of
full six-month intervals remaining in the
CPE period.
• For taxation courses taken on or after
January 1, 2004, auditors must apply
professional judgment in determining
whether training qualifies under GAGAS.
CPE related to tax would not normally
qualify as CPE for purposes of satisfying
GAGAS requirements. However, if
taxation relates to an objective of an audit
conducted under GAGAS, certain training
in taxation could possibly qualify as CPE
under Yellow Book. For example, auditors
auditing the financial statements of not-for-
profit organizations under GAGAS might
also be able to claim GAGAS CPE if
knowledge of the relevant tax requirements
is an important financial reporting
objective that influences reporting for
purposes of the financial statements. In
such cases, the audit organization should
clearly document the rationale for
including such training as part of the
GAGAS CPE requirement. This rule was
rather restrictive as a tax course generally
had to relate to the Yellow Book
engagement to count (e.g. no individual tax
or corporate tax). However, if the course
did relate to a GAGAS engagement and
was documented as such it could generally
count towards the 24-hour requirement
(per phone discussion with GAO staff).
• The new rules are somewhat more lenient.
The same general guidance would count
for not-for-profit taxation courses (or other
taxation courses related to GAGAS
engagements) and they would still
generally count towards the 24-hour
requirement (again per phone discussion
with GAO staff). What is more lenient is
that taxation courses when applicable to
the subject matter of an audit or attestation
engagement in general (i.e. not specific to
the GAGAS engagement) could count
towards the 80-hour requirement (but not
the 24-hour component). So a corporate tax
course would probably count towards the
80-hour requirement if the auditor audited
corporations and taxation was applicable to
the audit. However, it would be difficult for
a course on individual taxation to count
towards the 80-hour requirement. The
bottom line in the area of taxation CPE is
that the new rules are more friendly than
those issued in 2004 but not as lenient as
the rules in place prior to 2004.
The new rules issued in 2005 are truly a must read for all practitioners working under the Yellow
Book requirements and can be viewed at: www.gao.gov/govaud/ybk01.htm.
Congressional Hearings on Not-for-Profits
Recently, there has been increased discussion of potential reforms in the regulation and oversight
of not-for-profit organizations. Much of the activity to date has been at the state level and it is
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vital for professionals working with or for not-for-profit organizations to stay informed of the
developments within their state. However, beginning in 2004 the discussions of potential reforms
began to surface at the Federal level in the form of activities of the U.S. Senate Finance Com-
mittee and the House Ways and Means Committee. A timeline of these activities is illustrated
below:
It is difficult to summarize the above Congressional activities in a few pages. Perhaps a good
place to start is to list some of the alarming testimony that the Senate Finance Committee and
House Ways and Means Committee have heard (as it is this type of testimony that can generate
headlines, raise public awareness, and encourage legislation).
The testimony given to the Senate Finance Committee and House Ways and Means Committee
has included the following:
• The Commissioner of the Internal Revenue Service (IRS) testified that “We have seen
lavish compensation packages for executives, inappropriate related-party transactions, or
in some cases operation of what is essentially a profit-making entity, with no public pur-
pose, in the guise of a charity to escape the payment of taxes or regulatory oversight.”
Senate
Finance
Committee
holds
hearing on
charitable
giving
problems.
Congressional
Joint Committee
on Taxation
issues report on
improving tax
compliance
including a
chapter on non-
profits.
Panel on
Nonprofit
Sector
issues
Interim
Report at
request of
Senate
Finance
Committee.
Senate
Finance
Committee
holds
another
hearing on
charitable
giving
problems.
Panel on
Nonprofit
Sector
issues Final
Report at
request of
Senate
Finance
Committee.
June
2004
July
2004
January
2005
March
2005 April 2005 June 2005
Oct.
2005
AICPA
submits
comments
to Senate
Finance
Committee.
AICPA
submits
additional
comments
to Senate
Finance
Committee.
House Ways
and Means
Committee
holds
hearing on
oversight of
nonprofits.
Senate Finance
Committee holds
additional hearing.
Senator Grassley
announces plan to
have legislation.
Senator
Grassley
updates
status of
project.
Latest Developments
10-7
• The IRS estimates that 25 percent of all 990’s are either filed incomplete or inconsistent
on their face.
• There has been significant recent growth in the number and size of 501(c)(3) organiza-
tions. The number of such organizations has increased from 259,523 in 1976 to 1,010,365
in 2004, an increase of 289 percent. The total asset value and revenues (in 2001 dollars)
reported to the IRS by 501(c)(3) organizations similarly increased from about $360 bil-
lion and $155 billion, respectively, in 1975, to over $2 trillion and about $942 billion,
respectively, in 2001. The growth in the number and size of charitable organizations has
been accompanied by growth in the amount of charitable deductions. In 1975, the total
amount claimed as charitable deductions was about $43.7 billion whereas in 2002, the
total was about $145 billion (both numbers in constant 2000 dollars).
• Staffing trends and insufficient data have contributed to the IRS being challenged in exe-
cuting its oversight role. IRS has begun to increase staffing during 2005, which results in
467 full-time equivalents (FTE) to examine the compliance of about a half million sec-
tion 501(c) entities that file Forms 990.
• The IRS has identified key compliance areas that it hopes to address including:
— Ensuring that funds are used for charitable purposes and not terrorist activities.
— Ensuring that credit counseling and consumer credit organizations are truly working
to provide educational or charitable services.
— Ensuring that charities and private foundations are not providing excessive compen-
sation to insiders.
— Stopping the occurrence of transactions that are intended to exploit tax-exempt status
for personal gains including (1) using nonlife mutual insurance companies and
producer-owned reinsurance companies to earn tax-free profits (2) establishing
donor-advised funds to generate questionable deductions, benefits to donors, or man-
agement fees for promoters (3) misusing tax-exempt entities that are to support other
exempt entities by, for example, making large loans to the founder of the supported
entity or by not providing the required tax-exempt support (4) abusing HUD pro-
grams such as through personal use of program property.
— Address problems involving charitable gaming, disaster relief organizations whose
distributions result in private benefit or fraud, tax-exempt political organizations that
fail to annually report all required information, and prohibited political intervention
by charities.
— Address problems involving excess deductions for conservation easements, vehicle
donations and other noncash contributions, as well as abuses involving charitable
trusts, and a “corporation sole.”
How this testimony and other workings of the Congressional committees will translate into fed-
eral legislation is yet to be known. Perhaps a strong indicator of where the legislation is headed
can be found in the activities of The Panel on the Nonprofit Sector (The Panel). The Panel is a
collaboration of leaders from charitable organizations that was encouraged by the Senate Finance
Committee to draft recommendations to strengthen transparency, governance, and accountability
in the charitable community. In its final report (available at www.nonprofitpanel.org) issued on
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June 22, 2005, The Panel issued a comprehensive report suggesting 120 recommendations. The
Panel recommended many significant changes including:
• The annual information returns filed by charitable organizations (Forms 990, 990-EZ,
and 990-PF) should be improved so they provide more accurate, complete, and timely in-
formation for federal and state regulators, managers of charitable organizations, and the
public. Electronic filing will increase accuracy and compliance in completing the returns,
and Congress and the IRS should remove the legal barriers to requiring electronic filing
of the returns by all charitable organizations. Congress should impose penalties on pre-
parers who willfully omit or misrepresent information on the returns. Congress also
should direct the IRS to require the organization’s highest ranking officer to sign and
certify the Form 990, as well as institute a new, brief annual reporting requirement for
organizations with less than $25,000 in annual revenues. The IRS should make a number
of changes in the format and instructions for Form 990 series returns, and suspend the
tax-exempt status of any charitable organization that fails to correct incomplete or inaccu-
rate returns for two consecutive years.
• Congress should not implement a new periodic review system to verify that a charitable
organization continues to meet the qualifications for tax-exemption. A periodic review
has been proposed by some.
• Congress should require charitable organizations with at least $1 million or more in an-
nual revenues to conduct an audit and attach audited financial statements to their Form
990 series returns, and those with annual revenues between $250,000 and $1 million to
have their financial statements reviewed by an independent public accountant.
• Congress should not require charitable organizations to report more detailed statements
of program evaluations or performance measures as part of their Form 990 series returns
(this has been proposed by some).
• Laws and regulations governing donor-advised funds should be strengthened to ensure
that donors or related parties do not receive inappropriate benefits from these funds. Con-
gress should amend tax laws to define and regulate donor-advised funds, including
requiring sponsoring charities to make minimum distributions of 5% of aggregate donor-
advised fund assets and enforcing minimum fund activity requirements. Congress also
should prohibit sponsoring charities from making payments to a private foundation or
directly or indirectly to the fund’s donors, advisors, or related parties. Further, tax deduc-
tions for contributions to donor-advised funds should be allowed only if the donor has a
written agreement with the sponsoring charity clarifying these restrictions. Penalties
should be imposed on donors, advisors, and managers who violate these prohibitions.
More information about the assets held by and disbursements made from donor-advised
funds will improve both enforcement and understanding of these funds, and each spon-
soring charity should be required to disclose aggregate information about its donor-
advised funds on its Form 990. Sponsoring charities are encouraged to provide further in-
formation about their donor-advised funds to help others learn more about how the funds
are distributed.
• For Type III supporting organizations, Congress should establish minimum distribution
requirements, prohibit payments to or for the benefit of donors or any related party, and
institute rules to increase the voice of the supported organizations in the governance of
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the Type III organization. A Type III supporting organization should be prohibited from
supporting more than five qualified entities or from supporting any organization that is
controlled by the donor or a related party. It should be required to provide certain docu-
ments to, and confirm the agreement of, its supported organizations at the time it files for
recognition as a 501(c)(3) organization and when it files its annual Form 990 returns.
Every supporting organization should be required to indicate on its Form 990 whether it
is operating as a Type I, II, or III supporting organization.
• Congress should make clear that all tax-exempt organizations, including those not cur-
rently required to file tax returns, are subject to the same requirements as taxable entities
with regard to reporting their participation in potentially abusive “listed” and other
“reportable” tax shelter transactions, and should impose penalties on organization man-
agers for failure to report if they knew or had reason to know that the transaction was a
reportable transaction. Congress should impose penalties on taxable participants and ma-
terial advisors who fail to notify tax-exempt participants that they would be engaging in a
reportable transaction, and should ensure that appropriate sanctions are imposed on tax-
exempt entities that knowingly participate in abusive tax shelters. Education will be key
to both compliance with and enforcement of tax laws governing these complex transac-
tions, and the IRS should be required to provide the clear, up-to-date, readily accessible
information that charitable organizations need to determine whether a transaction is
potentially abusive and whether they are under an obligation to disclose participation in a
transaction.
• Congress should strengthen the rules for the appraisals taxpayers can use to substantiate
deductions claimed for property donated to charitable organizations and increase penal-
ties on (1) taxpayers who claim excessive deductions based on an overstated value for the
donated property and (2) appraisers who knowingly provide overstated appraisals. The
Forms 8282 and 8283, which are filed, respectively, by taxpayers who claim tax deduc-
tions for donated items valued at $5,000 or more and by charitable organizations that dis-
pose of those items within two years of the donation, could be a useful enforcement
trigger for the IRS, and Congress should require those forms to be filed electronically.
• A conservation easement or historic facade easement donation requires ongoing enforce-
ment of the terms of the easement agreement by the charitable organizations who accept
such donations. Congress should increase penalties on taxpayers who claim excessive de-
ductions for donations of conservation or historic facade easements and should only per-
mit a deduction for an easement if it is made to a qualified charity or government entity
under the terms of a written agreement that specifies the restrictions the easement im-
poses on future use of the property. A charitable organization that accepts easement do-
nations should be required to provide more information on its annual Form 990 about the
easements it holds and to certify that it has implemented reasonable procedures for
monitoring compliance with the terms of its easement agreements. Congress should im-
pose penalties on charities that fail to enforce conservation or historic facade easement
agreements.
• Congress should not limit deductions for contributions of clothing or household items to
an arbitrary ceiling (this has been proposed by some) without a clear basis for establish-
ing the amount of the ceiling and an assessment of the impact of the change on the level
of charitable contributions. To assist taxpayers in valuation, the IRS should establish a
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list of the value that taxpayers can claim for specific items of clothing and household
goods, based on the sale price of such items identified by major thrift store operations or
other similar assessments.
• Charitable organizations that provide compensation to board members should be required
to disclose the amount of and reasons for the compensation, as well as the method used to
determine its reasonableness. Congress should prohibit public charities from providing
loans to board members (such loans are already illegal for private foundations). Congress
should also increase penalties on board members of charitable organizations who receive
or approve excessive compensation.
• Charitable organizations should be required to disclose more clearly the compensation
paid to their chief executive officer and other “disqualified persons” and to the five high-
est compensated employees. Congress should require officers and other disqualified per-
sons who receive compensation that the IRS alleges is excessive to demonstrate that their
compensation is reasonable, and should increase penalties imposed on individuals who
receive and managers who approve excessive compensation. Members of boards or other
authorized bodies who followed the rebuttable presumption procedures in determining
the reasonableness of compensation should not ordinarily be subject to penalties, even if
the compensation is later found to be excessive, but penalties should be imposed on board
members and managers who approved such compensation if they did not follow those
procedures nor otherwise exercise reasonable care in approving the transaction. As a mat-
ter of good practice, the full board of charitable organizations should approve any change
in the compensation of the CEO annually and in advance and review the organization’s
full staff compensation program periodically.
• Charitable organizations that pay for or reimburse travel expenses of board members,
officers, employees, consultants, volunteers, or others traveling to conduct the business of
the organization should establish and enforce policies that provide clear guidance on their
travel rules, including the types of expenses that can be reimbursed and the documenta-
tion required to receive reimbursement. With the exception of de minimis expenses of
those attending an activity of the organization (such as a meal function), charitable
organizations should not pay for nor reimburse travel expenditures for a spouse, depend-
ents, or others who are accompanying an individual conducting business for the organi-
zation unless the additional person is also conducting business for the organization.
Charitable organizations should be required to disclose on their Form 990 series returns
whether they have a travel policy. The IRS should provide information in the instructions
to the Forms 990 about travel costs that are not permitted or that should be reported as
taxable income.
• To qualify for recognition as a 501(c)(3) tax-exempt organization, an organization should
generally be required to have a minimum of three members on its governing board. Fur-
ther, to qualify as a public charity (rather than a private foundation), at least one-third of
the members of the organization’s governing board should be independent: that is, indi-
viduals who have not received compensation or material benefits directly or indirectly
from the organization in the previous 12 months, whose compensation is not determined
by other board or staff members, and who is not related to someone who received such
compensation from the organization. Every charitable organization should be required to
disclose on its Form 990 series return which of its board members are independent. Indi-
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viduals barred from service on corporate boards or convicted of crimes related to
breaches of fiduciary duty should be prohibited from serving on the boards of charitable
organizations. Federal tax laws or regulations should not set a maximum number of
members for the governing boards of charitable organizations.
• As a matter of recommended practice, charitable organizations should adopt and enforce
a conflict of interest policy consistent with its state laws and organizational needs. The
IRS should require every charitable organization to disclose on its Form 990 series return
whether it has such a policy.
Senator Grassley’s October 2005 Update on Hearings
On October 24th Senator Chuck Grassley, Chairman of the Senate Finance Committee spoke at
an Independent Sector Conference. In his remarks he discussed that while he had hoped to have a
complete reform package ready in the fall of 2005, hurricane Katrina had affected this. He then
outlined his desire to bring forward the first phase of reforms in the fall of 2005 and continue
with a second phase of reforms in 2006. He then generally described the reforms as follows:
In general, the reforms will focus on better transparency and improving board governance, par-
ticularly on self-dealing and high salaries. In addition, we’ll deal with three types of abuses. First
will be abuses we’ve found in certain types of charities—such as supporting organizations, donor-
advised funds and credit counseling. Second will be abuses involving certain noncash donations—
such as facade easements and as many of you know from my friend, the springbok—taxidermy.
And finally will be abusive transactions, such as what we’ve seen with life insurance and corpo-
rate tax shelters.
Senator Grassley included several strong comments that emphasize his views on the need for re-
form including the following:
I hope that we’ll couple the reforms with incentives to encourage charitable giving. But let me be
clear—we’re seeing serious abuses in parts of the charitable sector. I’ll take action when and
where I can to deal with those abuses—just as I did with corporate tax abuse.
While there were laws to deal with corporate tax shelters, sharp lawyers and accountants worked
around the laws. The measures were hard to enforce and didn’t deter bad actors. The penalties
were so low for accounting firms involved in tax shelters that paying was just a small price of
doing business. They made millions from the shelters. That’s why we changed the law and still are
looking at more changes on corporate tax shelters. The same reality applies to the laws governing
the tax exempt community.
It’s natural for me to focus on legislation given my position. However, everyone here today should
remember that the charities themselves remain in the best position to make many of the reforms.
The nonprofit panel gave a host of recommendations for reform that charities should make on their
own.
On a similar note, the charitable community should stop standing silently on the sidelines when
the newspapers are filled with stories of flagrant waste and abuse at a charity. I’m troubled that
there was little to no criticism from the charitable community about the serious problems at
American University and the Getty Foundation. Charitable leaders must be strong-voiced in con-
demning inappropriate behavior in their sector.
To see the entire statement go to http://finance.senate.gov/press/Gpress/2005/prg102405b.pdf.
Again, where Congress will go with the testimony it has heard is not yet known. What is known
is that any legislation coming as a result of this will likely have a significant effect. Detailed in-
formation on all of the above can be found at the following:
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• http://waysandmeans.house.gov/ (website for the U.S. House Ways and Means Commit-
tee)
• http://finance.senate.gov/ (website for the U.S. Senate Finance Committee)
• www.cpa2biz.com and search for “senate finance committee” (to view AICPA comments
to Senate Finance Committee)
• www.nonprofitpanel.org/ (website for The Panel on the Nonprofit Sector)
• www.house.gov/jct/s-2-05.pdf (to view the Joint Committee on Taxation report on im-
proving tax compliance including a chapter on nonprofits).
2005 OMB Circular A-133 Compliance Supplement
The 2005 Compliance Supplement is different from prior years’ updates and is not a complete
reissuance. OMB intends to issue only new or significantly changed programs in Part 4 below,
those parts of the Compliance Supplement that relate to the Part 4 changes, and updated appendi-
ces. There are no changes to Part 3 for this year’s Supplement. For programs with minor
changes, the changes are listed in Appendix V of the Supplement and can serve as the basis for
the auditor to make “pen and ink” changes to the 2004 Supplement. Therefore, for 2005, the
auditor will need to use both the 2004 and 2005 Compliance Supplement for planning and
review purposes. The following updated sections for the 2005 Compliance Supplement are avail-
able at www.omb.gov:
• Table of Contents
• Part 1, Background Purpose and Applicability
• Part 2, Matrix of Compliance Requirements
• Part 4, Agency Program Requirements
— New programs and cluster
■ HUD 14.866—Demolition & Revitalization of Severely Distressed Public
Housing
■ Interior 15.614—National Coastal Wetlands Conservation Grants
■ Education 84.366—Mathematics and Science Partnerships
■ HHS 93.889—National Bioterrorism Hospital Preparedness Program
■ Homeland Security (cluster) 97.004—State Homeland Security Grant Program
and 97.067—Homeland Security Grant Program
■ Homeland Security 97.008—Urban Areas Security Initiative
— Programs/clusters with significant changes
■ USDA 10.557—Special Supplemental Nutrition Program for WIC
■ HUD 14.872—Public Housing Capital Fund
■ Education 84.000—Cross-Cutting
■ Education 84.011—Migrant Education—State Grant Program
■ Education 84.027/84.173—Special Education Cluster (IDEA)
■ Education 84.032—Federal Family Education Loans
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■ HHS 93.224—Consolidated Health Centers
■ HHS 93.556—Promoting Safe and Stable Families
■ HHS 93.558—Temporary Assistance for Needy Families
■ HHS 93.658—Foster Care—Title IV—E
— Programs deleted
■ Education 84.338—Reading Excellence
■ HHS 93.820—Scholarships for Students of Exceptional Financial Need
— CFDA number added for
■ U.S. Agency for International Development 98.007 Food for Peace Development
Assistance Program
• Appendix III, Federal Agency Contacts for A-133 Audits
• Appendix IV, Internal Reference Tables
• Appendix V, List of Changes for the 2005 Compliance Supplement (this appendix will
list changes to Parts 4 and 5)
• Appendix VI Department of Homeland Security and the Compliance Supplement deleted.
Common Yellow Book and A-133 Audit Deficiencies
The AICPA Audit Risk Alert Government Auditing Standards and Circular A-133 Audits—2005
lists common deficiencies noted on Circular A-133 audits. This listing is just the latest version of
these deficiencies and many of the items noted in this year’s list were also included in prior lists.
The items appearing in this year’s list include:
• The engagement team did not meet the Yellow Book CPE requirements
• The auditor used inadequate or outdated reference material related to the engagement per-
formed
• The audit documentation did not evidence that supervisory review was conducted in
accordance with established policies and procedures or that audit procedures were per-
formed as planned
• The audit documentation evidenced an understanding of internal control, but did not con-
clude on whether the controls were placed in operation
• The audit documentation did not evidence the auditor’s consideration of the effect of the
use of information technology on internal control (in particular, the audit documentation
did not evidence the basis upon which the auditor concluded to assess control risk at
maximum when controls were significantly dependent upon computerized information
systems)
• The auditor did not completely and consistently document the assessments of audit risk
and the risk of misstatement due to fraud
• The auditor did not sufficiently document discussions with auditee management and
among staff related to fraud
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• The auditor did not adequately design internal control and compliance procedures, in-
cluding sampling applications, to support the reports issued
• The audit documentation did not evidence (1) how the auditor derived the sample sizes
used for testing, (2) preliminary and final analytical review procedures, or (3) the follow-
up of open items on tests performed
• The auditor did not adequately review subsequent events or did not adequately document
the review
• The auditor did not modify the management representation letter when the auditee did not
consult an attorney
• The auditor did not update legal inquiries to the date of the auditor’s report
• The concurring partner review was inadequate
• The auditor failed to observe or report on inadequate financial statement disclosures or
the auditee’s incorrect application of GAAP, including the improper accounting for a
particular fund or inadequate financial statement disclosure
• The auditor did not modify the reports for particular circumstances (e.g. the reports were
not modified for financial statements issued under statutory accounting provisions)
• The auditor’s reports did not appropriately reference the applicable auditing standards,
financial statements, or opinion units
• The auditor did not issue a report on internal control over financial reporting and on
compliance and other matters for audits subject to the Yellow Book
• The auditor’s report on the financial statements did not refer to the Yellow Book report
• The Yellow Book report did not contain the appropriate restrictions on its use
Federal Inspector General Project Related to Single Audits
Each year over 35,000 state and local governments and not-for-profit organizations undergo
A-133 audits. For most federal programs covered as major federal programs, and most entities,
these A-133 audits are the only on-site review of how the federal funds are being spent. In recent
years, some agencies have questioned the quality of these A-133 audits. Due to the importance of
these audits and concerns about quality the Federal Inspector General community is in the midst
of a project to statistically measure the quality of A-133 audits.
The goal of the project is to statistically measure the quality of A-133 audits and then make rec-
ommendations for improving the process. In 2005, 208 A-133 engagements have been selected
for the project. For these 208 engagements members of the inspector general community (or out-
side contractors) have been reviewing the independent auditors’ audit documentation and inter-
viewing the audit firms. In late 2005 and early 2006 the 208 engagement reviews are due to be
completed.
Currently, the project is scheduled to issue a final report in the late spring to summer of 2006.
Practitioners will want to watch for this report as it could potentially have some major recom-
mendations to modify the A-133 audit process.
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HUD Consolidated Audit Guide Revision Project
During 2005, the HUD Office of the Inspector General has been working on a revision of the
2001 Consolidated Audit Guide for Audits of HUD Programs. Rather than issue the revised
guide all at once HUD presently plans to start releasing revised chapters one by one potentially
starting in late 2005. It is believed that the first revised guidance will relate to lender audits and
the second release will be in the multifamily area. Practitioners will want to watch for this guid-
ance at the HUD OIG website (www.hud.gov/offices/oig/).
AICPA Developments
Audit Documentation Exposure Draft
In December 2004, the Auditing Standards Board (ASB) issued an exposure draft entitled Audit
Documentation. The proposed Statement on Auditing Standards would, if approved, replace SAS
No. 96, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 339). The ASB
believes this exposure draft will improve audit practice and is responsive to the issues that have
been raised by regulators and others who use and rely on audited financial statements.
The proposed SAS is significantly more specific than SAS No. 96. It requires the auditor, when
preparing audit documentation, to consider the needs of an “experienced auditor,” having no
previous connection with the audit, to understand the procedures performed, the evidence ob-
tained, and the specific conclusions reached. It provides enhanced guidance concerning matters
that should be documented and the retention of documentation. It also requires the auditor to
document audit evidence that is contradictory or inconsistent with the final conclusions and how
the auditor addressed the contradiction or inconsistency. The proposed SAS requires the auditor
to assemble, within 60 days following the delivery of the auditor’s report to the entity, the audit
documentation that forms the final audit engagement file. After that date, the proposed SAS pre-
cludes the auditor from deleting or discarding existing audit documentation, and requires the
auditor to appropriately document any subsequent additions or changes. The proposed SAS
specifies a minimum file retention period that is ordinarily not expected to be shorter than five
years from the date of the auditor’s report. The exposure draft also includes proposed amend-
ments to SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 530.01 and .05), “Dating of the Independent Auditor’s Report.” It also
proposes an amendment to SAS No. 95, Generally Accepted Auditing Standards (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 150.05). The amendment adds a requirement for the auditor
to document in the working papers his or her justification for a departure from the SASs.
Look for a final standard to possibly be released in the November/December 2005 timeframe.
For the latest developments on this project go to www.aicpa.org.
Note: The proposed change to SAS No. 1 (referred to above) would require that the
auditor’s report not be dated earlier than the date on which the auditor has obtained suffi-
cient competent audit evidence to support the opinion. This date could potentially be later
than the last day of field work as the auditor could leave the field and still be waiting on
an important document (e.g. an attorney’s letter or representation letter). So under the
proposal, audit reports could have a later date than they presently do. The later the date of
the auditor’s report the more subsequent events work and thus exposure the auditor faces.
So when is the date on which the auditor has obtained sufficient competent audit evi-
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dence to support the opinion? Perhaps a way to describe this date would be as the date
when you as the auditor with the financial statements in front of you on your desk would
be comfortable with someone coming into your office and taking them as issued. Practi-
tioners will want to consult the final statement for more details on this and potentially
work with their clients to try to wrap up these common loose ends as soon as possible
each year.
Defining Professional Requirements Exposure Drafts
The AICPA has issued an exposure draft of a proposed SAS entitled Defining Professional
Requirements in Statements on Auditing Standards and a proposed Statement on Standards for
Attestation Engagements entitled Defining Professional Requirements in Statements on Stan-
dards for Attestation Engagements. The proposed SAS and SSAE define the terminology the
ASB will use to describe the degrees of responsibility that the requirements impose on the audi-
tor or the practitioner.
The proposed SAS and SSAE define two categories of professional requirements:
• Requirements—The auditor or practitioner is required to comply with a requirement in all
cases in which the circumstances exist to which the requirement applies. A requirement is
indicated by the words must or is required.
• Presumptive requirements—The auditor or practitioner is also required to comply with a
presumptive requirement in all cases in which the circumstances exist to which the pre-
sumptive requirement applies, but in rare circumstances, the auditor or practitioner may
depart from a presumptive requirement provided he or she documents his or her justifica-
tion for departure and how alternative procedures performed in the circumstances were
sufficient to achieve the objectives of the presumptive requirement. The word should in-
dicates a presumptive requirement.
SASs and SSAEs also contain explanatory material that is intended to provide further explana-
tion and guidance on the professional requirements. Such explanatory material is intended to be
descriptive rather than imperative. All professional requirements that a SAS or SSAE impose on
the auditor or practitioner will be identifiable by the use of must, is required, or should state-
ments.
The definitions in the proposed SAS are consistent with the terms adopted by the Public Com-
pany Accounting Oversight Board (PCAOB) in Rule 3101, Certain Terms Used in Auditing and
Related Professional Practice Standards, and the definitions proposed by the IAASB in its expo-
sure draft, Proposed Policy Statement, “Clarifying Professional Requirements in International
Standards Issued by the IAASB.”
It is expected that final statements will be issued in the November/December 2005 timeframe.
For the latest developments on this project go to www.aicpa.org.
GAAP for Nongovernmental Entities Exposure Drafts
The AICPA has issued an exposure draft introducing a proposed SAS entitled Amendment to
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, for Nongovernmental Entities. This proposed SAS,
which applies only to nongovernmental entities, has been issued in response to the FASB’s pro-
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posed Statement of Financial Accounting Standards entitled The Hierarchy of Generally
Accepted Accounting Principles. The FASB proposal moves responsibility for the GAAP hierar-
chy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting lit-
erature. Though the FASB proposal makes no substantive changes to the GAAP hierarchy
existing in SAS No. 69, the FASB may change the GAAP hierarchy in the future. The proposed
SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69.
The ASB decided to coordinate the provisions and effective date of this exposure draft with the
FASB proposed statement, which can be obtained at www.fasb.org. Look for a final standard to
possibly be released in the November/December 2005 timeframe. Go to www.aicpa.org for the
status.
Risk Assessments Exposure Draft
In June, the ASB issued a revised exposure draft related to the auditor’s risk assessment process.
The ASB believes that the requirements and guidance it proposes, if adopted, would result in a
substantial change in audit practice and in more effective audits. The primary objective of the
proposed SASs is to enhance auditors’ application of the audit risk model in practice by requir-
ing:
• A more in-depth understanding of the entity and its environment, including its internal
control, to identify the risks of material misstatement in the financial statements and what
the entity is doing to mitigate them
• A more rigorous assessment of the risks of material misstatement of the financial state-
ments based on that understanding
• Improved linkage between the assessed risks and the nature, timing, and extent of audit
procedures performed in response to those risks
The proposed SASs will establish standards and provide guidance concerning the auditor’s
assessment of the risks of material misstatement in a financial statement audit, and the design
and performance of audit procedures whose nature, timing, and extent are responsive to the as-
sessed risks. Additionally, they will establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained
affords a reasonable basis for an opinion regarding the financial statements under audit. Look for
final standards to possibly be released in the November/December 2005 timeframe at www.
aicpa.org.
Project Related to a Revision of SAS No. 60
In September 2005, the AICPA issued an exposure draft to revise SAS No. 60, Communication
of Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 325), as amended. The goal of this proposed SAS is to enhance the auditor’s ability to
identify and communicate to management and those charged with governance significant defi-
ciencies and material weaknesses in internal control identified in a financial statement audit. The
SAS defines terms such as control deficiency, significant deficiency (this term would replace and
eliminate the term reportable condition), and material weakness. The draft contains some helpful
flowcharts in the back that help explain the proposed standard. The proposal will likely have
implications on what is reported in governmental audits, particularly due to the changes in the
internal control terminology and definitions. The current timeline for this project is for a final
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statement to be issued in the spring of 2006. The proposed effective date for the new statements
is for fiscal years beginning on or after December 15, 2006. For more information on this proj-
ect, go to www.aicpa.org.
December 2004 Interpretation on Yellow Book Attestation Reports
In June 2003, the GAO issued a revised Yellow Book. One change was the addition of a new
chapter on attestation engagements that sets forth general, fieldwork, and reporting standards for
such engagements performed pursuant to the Yellow Book. Certain of those standards go beyond
what the AICPA attestation standards require, including the required reporting standards.
In December 2004, the AICPA issued an interpretation to the Chapter 1, “Attest Engagements,”
of SSAE No. 10, Attestation Standards: Revision and Recodification (AICPA, Professional
Standards, vol. 1, AT sec. 101), as amended. Interpretation 6, Reporting on Attestation Engage-
ments Performed in Accordance With Government Auditing Standards (Attest Engagements:
Attest Engagements, Interpretations of Sec. 101; AICPA, Professional Standards, vol. 1, AT sec.
9101), explains how an attestation report should be modified when the engagement is performed
in accordance with the Yellow Book. It also provides an illustrative attestation report (http://
www.aicpa.org/download/members/div/auditstd/AT-00101_9.PDF). For more information, go to
www.aicpa.org.
January 2005 OCBOA Interpretations
In January 2005, the AICPA modified two auditing interpretations and issued a new auditing in-
terpretation relating to SAS No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU
sec. 623), as amended (http://www.aicpa.org/members/div/auditstd/announce/index.htm).
One of the new interpretations relates solely to insurance enterprises and for that reason we will
not cover it here. However, the other revised interpretation and the new interpretation apply to all
other comprehensive bases of accounting (OCBOA) presentations.
Interpretation No. 14, “Evaluating the Adequacy of Disclosure and Presentation in Financial
Statements Prepared in Conformity with an Other Comprehensive Basis of Accounting
(OCBOA)” [amended: January 2005] has been revised to clarify that it applies to all OCBOA
presentations, including financial statements prepared in conformity with the requirements of a
governmental regulatory agency. Previously the title and some of the guidance in Interpretation
No. 14 implied that it only related to the cash, modified cash, or income tax basis of accounting.
However, paragraphs 9 and 10 of SAS No. 62 (which are the paragraphs interpreted by Interpre-
tation No. 14), clearly indicate that the guidance relating to evaluating the adequacy of disclosure
and presentation applies to all OCBOA presentations, including regulatory presentations. The
title of the interpretation was also clarified to indicate that the guidance relates not only to disclo-
sure but also to presentation.
Interpretation No. 15, “Auditor Reports on Regulatory Accounting or Presentation When the
Regulated Entity Distributes the Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request” [issued: January 2005] is the new inter-
pretation. SAS No. 62 generally requires the auditor’s report on financial statements that are pre-
pared in conformity with requirements of a governmental regulatory agency to be restricted use
(that is, a statement is added at the end of the report indicating that it is intended solely for the
entity and related regulatory agencies). Interpretation No. 15 provides clarification to paragraph
5(f) of SAS No. 62 regarding the appropriate form of auditor’s reporting when the entity plans to
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distribute its regulatory financial statements to parties other than the related regulatory agencies,
either voluntarily or upon specific request. In this circumstance, it states that the auditor should
use the standard form of report modified as appropriate because of the departures from GAAP
and then in an additional paragraph express an opinion on whether the financial statements are
presented in conformity with the regulatory basis of accounting. The Interpretation also includes
an illustrative auditor’s report. More information is available at www.aicpa.org.
AICPA Audit Guide on Yellow Book and A-133 Audits
In September 2004, the AICPA issued a revised audit guide entitled Government Auditing Stan-
dards and Circular A-133 Audits. The 2004 version of the guide contained significant changes
due to incorporation of the A-133 revisions, the 2003 Yellow Book (including some changes that
affect the auditor’s report wording), and formatting changes. The AICPA has since issued a
2005 version of the guide. Excerpts from the guide that include updated illustrative audit reports
are available at http://gaqc.aicpa.org/.
ASB Standards Now Available Free on the AICPA Web Site
The standards and interpretations promulgated by the Auditing Standards Board are now avail-
able free of charge by visiting the AICPA’s Audit & Attest Standards Team’s page at http://
www.aicpa.org/members/div/ethics/index.htm.
Governmental Audit Quality Center Open
The AICPA Governmental Audit Quality Center (www.aicpa.org/gaqc) provides firm members
with a set of best practices and tools in the specialized area of governmental auditing, including
audits performed under the Yellow Book and Circular A-133. The mission of the Governmental
Audit Quality Center is to:
• Raise awareness about the importance of governmental audits
• Serve as a comprehensive resource provider on governmental audits for member firms
• Create a community of firms that demonstrates a commitment to governmental audit
quality
• Provide Center members with an online forum tool for sharing best practices as well as
discussions on audit, accounting, and regulatory issues
• List member firms to enable purchasers of governmental audit services to identify firms
that are members
• Provide information about the Center’s activities to other governmental audit stake-
holders
Additional Financial Reporting Tool for Not-for-Profit Organizations
This Summer the AICPA will issue a publication entitled Accounting Trends & Techniques—
Not-for-Profit Organizations. The publication is intended to provide preparers and auditors of
financial statements of not-for-profit organizations with a compilation of illustrative financial
statement presentations and disclosures based on examples adapted from audited financial
statements of not-for-profit organizations. The publication can be ordered by calling the AICPA
at 1-888-777-7077 or going to www.cpa2biz.com. (Note: the contents of the publication have no
official or authoritative status.)
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Additional Tools for Audit Committees of Governmental Organizations and
Not-for-Profit Organizations
The AICPA has issued a toolkit entitled The AICPA Audit Committee Toolkit: Government
Organizations and another toolkit entitled The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations. The documents cover a wealth of governance topics. Both documents can be
downloaded for free at: http://www.aicpa.org/Audcommctr/. In the fall of 2005 printed versions
of the toolkits will be available for purchase from the AICPA. Please go to www.cpa2biz.com.
Possible Changes to SAS No. 74 on the Horizon
A task force is reviewing SAS No. 74, Compliance Auditing Considerations in Audits of Gov-
ernmental Entities and Recipients of Governmental Financial Assistance (AICPA, Professional
Standards, vol. 1, AU sec. 801), as amended. The task force is determining whether no changes,
conforming changes, or more significant changes are needed. An exposure draft related to this
could be issued as soon as the first quarter of 2006 at www.aicpa.org.
New Auditing Interpretations Issued on Auditing Fair Value
The AICPA recently issued two Interpretations of SASs pertaining to auditing fair values:
Auditing Derivative Instruments, Hedging Activities, and Investments in Securities; and Auditing
Interests in Trusts Held by a Third-Party Trustee and Reported at Fair Value. The Interpreta-
tions clarify that in circumstances in which the auditor determines that the nature and extent of
auditing procedures should include testing the measurement of investments in securities (or in-
terests in a trust that holds investments in securities), simply receiving a confirmation from a
third party (including a trustee) does not in and of itself constitute adequate audit evidence with
respect to the valuation assertion. The Interpretations address, among other matters, issues faced
by auditors of not-for-profits reporting at fair value (1) investments in conformity with Appendix
A of chapter 8 of the Audit and Accounting Guide Not-for-Profit Organizations or (2) a benefi-
cial interest in conformity with paragraph 15 of FASB No. 136, Transfers of Assets to a Not-for-
Profit Organization or Charitable Trust That Raises or Holds Contributions for Others. While
the examples provided in the Interpretations relate specifically to not-for-profits, they have
broader applicability. Therefore, you should carefully review the Interpretations to determine
their potential applicability to your government audits, particularly as they might relate to in-
vestment pools and public employee retirement systems. The Interpretations are available for
viewing at www. aicpa.org/members/div/auditstd/announce/index.htm.
GASB and FASB Developments
GASB Issues Statement No. 46
In December 2004, the GASB issued GASB Statement No. 46, Net Assets Restricted by Ena-
bling Legislation that amended GASB No. 34. The purpose of GASB Statement No. 46 is to help
governments determine when net assets have been restricted to a particular use by the passage of
enabling legislation and to specify how those net assets should be reported in financial state-
ments when there are changes in the circumstances surrounding such legislation.
A government’s net assets should be reported as restricted when the purpose for or manner in
which they can be used is limited by an external party, a constitutional provision, or enabling
legislation. Enabling legislation is a specific type of legislation that both authorizes the raising of
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new resources and imposes legally enforceable limits on how they may be used. GASB State-
ment No. 46 is intended to help in identifying enabling legislation restrictions by clarifying that
“legally enforceable” means that an external party (e.g. citizens, public interest groups or the
judiciary) can compel a government to use resources only for the purposes stipulated by the ena-
bling legislation.
GASB Statement No. 46 confirms that the determination of legal enforceability is a matter of
professional judgment, which may entail reviewing the legislation and determinations made for
similar legislation, as well as obtaining the advice of legal counsel. GASB Statement No. 46 also
indicates that governments should review the legal enforceability of enabling legislation restric-
tions when new enabling legislation has been enacted to replace existing legislation and when
resources are used for purposes not specified by the enabling legislation. GASB No. 46 further
requires governments to disclose in the notes to the financial statements the amount of net assets
restricted by enabling legislation as of the end of the reporting period. GASB Statement No. 46 is
effective for periods beginning after June 15, 2005.
GASB Statement No. 46 can be obtained at www.gasb.org.
GASB Concepts Statement No. 3
In April 2005, GASB Concepts Statement No. 3, Communication Methods in General Purpose
External Financial Reports That Contain Basic Financial Statements was issued. GASB Con-
cepts Statement No. 3 provides a conceptual basis for selecting communication methods to pres-
ent items of information within general purpose external financial reports that contain basic
financial statements. Those communication methods include recognition in basic financial state-
ments, disclosure in notes to basic financial statements, presentation as required supplementary
information (RSI), and presentation as supplementary information (SI). GASB Concepts State-
ment No. 3 defines the communication methods commonly used in general purpose external
financial reports, develops criteria for each communication method, and provides a hierarchy for
their use. The definitions, criteria, and hierarchy should help the GASB or, in the absence of
authoritative guidance, preparers of financial reports determine the appropriate methods to use to
communicate an item of information.
GASB Issues Technical Bulletin to Clarify Accounting for Employers’
Contributions to Cost-Sharing Pension and OPEB Plans
In December 2004, the GASB issued a staff Technical Bulletin 2004-2, Recognition of Pension
and Other Postemployment Benefit [OPEB] Expenditures/Expense and Liabilities by Cost-
Sharing Employers. Technical Bulletin 2004-2 clarifies the application of requirements regarding
accounting for employers’ contractually required contributions to cost-sharing pension and
OPEB plans issued in GASB Statements No. 27, and No. 45 respectively.
Technical Bulletin 2004-2 clarifies that a cost-sharing employer should recognize the contractu-
ally required contributions assessed for the employer’s financial reporting period as expenditures
of that period, and should recognize any unpaid contributions assessed for that period as liabili-
ties, in governmental fund financial statements prepared on the modified accrual basis of
accounting. Because the employer’s liability for unpaid contractually required contributions for
the period is a matured liability, there generally will be no reconciling item required between the
amount recognized as expenditures and the amount recognized as expense in government-wide
financial statements prepared on the accrual basis of accounting.
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Technical Bulletin 2004-2 is effective for financial statements for periods ending after December
15, 2004, with respect to pension transactions (earlier application is encouraged), and should be
applied simultaneously with the implementation of GASB Statement No. 45 with respect to other
post employment benefits (OPEB) transactions. Again, go to www.gasb.org to obtain Technical
Bulletin 2004-2.
GASB Statement No. 47
In June the GASB issued Statement No. 47, Accounting for Termination Benefits. GASB State-
ment No. 47 provides accounting and reporting guidance for state and local governments that
offer benefits such as early retirement incentives or severance to employees that are involuntarily
terminated. GASB Statement No. 47 requires that similar forms of termination benefits be
accounted for in the same manner and is intended to enhance both the consistency of reporting
for termination benefits and the comparability of financial statements.
GASB Statement No. 47 specifies when governments should recognize the cost of termination
benefits they offer in accrual basis financial statements. Benefits provided for involuntary termi-
nations should be accounted for in the period in which a government becomes obligated to pro-
vide benefits to terminated employees, which is not necessarily the same period in which the
benefits are actually provided. Regarding benefits provided to employees that voluntarily termi-
nate employment, GASB Statement No. 47 requires governments to recognize the cost of all
such benefits when the termination offer is accepted.
GASB Statement No. 47 provides an exception to the general recognition requirements for ter-
mination benefits that affect defined benefit postemployment benefits, such as pensions or retiree
healthcare. Those termination benefits should be accounted for in the same manner as defined
benefit pensions or other postemployment benefits, although any increase in an actuarial accrued
liability associated with a termination benefit is required to be separately disclosed.
GASB Statement No. 47 also elaborates on how to measure the cost of termination benefits and
requires disclosure of information about termination benefit arrangements, including a descrip-
tion of the plan and the cost of the benefits.
In general, GASB Statement No. 47 is effective for financial statements for periods beginning
after June 15, 2005. However, for termination benefits that affect defined benefit postemploy-
ment benefits other than pensions, governments should implement GASB Statement No. 47
simultaneously with GASB Statement No. 45, Accounting and Financial Reporting by Employ-
ers for Postemployment Benefits Other Than Pensions.
GASB Issues Implementation Guide Related to GASB Statements No. 43 and No. 45
The GASB has recently published a Guide to Implementation of GASB Statements 43 and 45 on
Other Postemployment Benefits. The guide was prepared by GASB staff to assist in the imple-
mentation of the standards on accounting and reporting for healthcare and other nonpension
benefits provided to retirees (i.e., OPEB). The guide provides answers to over 250 questions. The
guide is available at www.gasb.org.
GASB Exposure Draft on Sales and Pledges of Receivables and Future Revenues
The GASB has issued an exposure draft designed to clarify existing guidance on accounting for
sales and pledges of receivables and future revenues. The proposal addresses whether certain
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transactions should be regarded as a sale or a collateralized borrowing. Such transactions are
likely to comprise the sale of delinquent taxes, certain mortgages, student loans, or future reve-
nues such as those arising from tobacco settlement agreements. If approved on its original time-
table, the requirements of this proposed Statement would be effective for financial statements for
periods beginning after December 16, 2005. The exposure draft can be viewed at www.gasb.org
and the deadline for submitting comments is December 30, 2005.
FASB Issues Statement No. 154
In May 2005, the FASB issued FASB Statement No. 154, Accounting Changes and Error
Corrections—a replacement of APB Opinion No. 20 and FASB Statement No. 3. FASB State-
ment No. 154 replaces Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting Accounting Changes in Interim Financial
Statements, and changes the requirements for the accounting for and reporting of a change in
accounting principle. This Statement applies to all voluntary changes in accounting principle. It
also applies to changes required by an accounting pronouncement in the unusual instance that the
pronouncement does not include specific transition provisions. When a pronouncement includes
specific transition provisions, those provisions should be followed. FASB Statement No. 154 can
be viewed for free at www.fasb.org.
FASB Project on Combinations of Not-for-Profit Organizations
The FASB has had a project related to combinations of not-for-profit organizations on its agenda
since 1999. In 2006, the project may be moving closer to fruition with an exposure draft tenta-
tively scheduled to be released in the first quarter of 2006. The draft will be available at www.
fasb.org.
FASB Project on Fair Value Measurements
In January 2006, the FASB issued an exposure related to fair value measurements. The exposure
draft defines fair value, establishes a framework for measuring selected financial assets and
liabilities at fair value for financial reporting, and enhances disclosures about such fair value
measurements. The statement requires that any changes in fair value be included in earnings and
it is anticipated application of this statement will mitigate accounting introduced volatility in
earnings. The exposure draft is available at www.fasb.org.
Summary
In this chapter, we have touched on many recent developments in the governmental and not-for-
profit sectors. It appears that 2005 and 2006 have been active standard-setting years with
changes to the Yellow Book CPE rules, Congressional activities related to not-for-profits, several
proposed changes to the SASs, and GASB/FASB developments.
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Certified Puzzling Activity Solution
Below is the solution to the crossword puzzle presented at the start of the chapter.
1Y 5C P E 10F A S A B
E 3G
L 7O 4P A C I O L I
L C G
2C O M B I N A T I O N S
W O S
B A
O 8F I N A N C E
6O P E B
K 9B U B B L E
1 Curious George’s friend would likely
read this book (also known as the man
with the yellow hat).
6 GASB Statements No. 43 and No. 45
(Other post-employment benefits).
2 The FASB has been trying to unlock
this area of not-for-profit accounting
since 1999.
7 Snakes do not like GAAP and prefer to
use this for their financial reporting.
3 If at a social gathering you elect to
dazzle friends and family for two hours
by lecturing them on the virtues of the
Yellow Book they may develop a
condition known as …
8 The U.S. Senate _________ Committee
has held hearings on not-for-profits and
is considering potentially significant
reforms to this sector of the economy.
4 This Italian monk is credited with
developing the double-entry accounting
system in 1494.
9 In 1928 Walter Diemer, an accountant
for the Fleer Chewing Gum Co.,
invented this type of gum.
5 The GAO has issued guidance related
to this in both 2004 and 2005.
10 The body that establishes accounting
principles for federal entities.
A-1
Appendix A
Statement on Auditing Standards No. 99,
Consideration of Fraud in a Financial Statement Audit
Auditors will enter a much expanded arena of procedures to detect fraud as they implement
Statement on Auditing Standards (SAS) No. 99, Consideration of Fraud in a Financial State-
ment Audit (AICPA, Professional Standards, vol. 1, AU sec. 316). The standard aims to have the
auditor’s consideration of fraud seamlessly blended into the audit process and continually up-
dated until the audit’s completion. SAS No. 99 describes a process in which the auditor:
1. Gathers information needed to identify risks of material misstatement due to fraud,
2. Assesses these risks after taking into account an evaluation of the entity’s programs and
controls, and
3. Responds to the results.
Under SAS No. 99, you will gather and consider much more information to assess fraud risks
than you have in the past. SAS No. 99 supersedes SAS No. 82, Consideration of Fraud in a Fi-
nancial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316); and amends SAS
No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol.
1, AU sec. 230), “Due Professional Care in the Performance of Work,” and SAS No. 85, Man-
agement Representations (AICPA, Professional Standards, vol. 1, AU sec. 333).
This Statement establishes standards and provides guidance to auditors in fulfilling that respon-
sibility, as it relates to fraud, in an audit of financial statements conducted in accordance with
generally accepted auditing standards (GAAS).
Contents of this Statement include:
• Description and characteristics of fraud.
• The importance of exercising professional skepticism.
•  Discussion among engagement personnel regarding the risks of material misstatement
due to fraud.
•  Obtaining the information needed to identify risks of material misstatement due to fraud.
• Identifying risks that may result in a material misstatement due to fraud.
•  Assessing the identified risks after taking into account an evaluation of the entity's pro-
grams and controls.
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•  Responding to the results of the assessment.
• Evaluating audit evidence.
•  Communicating about fraud to management, the audit committee, and others.
• Documenting the auditor's consideration of fraud.
SAS No. 99 (Product No. 060701) is available from www.CPA2biz.com or by calling 888-777-
7077. List Price: $18.75; Member Price: $15.00.
For more information about SAS No. 99, visit the AICPA Web site at www.aicpa.org/antifraud/
risk.
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Excerpts From AICPA
Audit and Accounting Guide
State and Local Governments

Excerpts From AICPA Audit and Accounting Guide State and Local Governments
B-3
Guide to Fraud in Governmental and Not-for-Profit Environments
B-4
Excerpts From AICPA Audit and Accounting Guide State and Local Governments
B-5
Guide to Fraud in Governmental and Not-for-Profit Environments
B-6
Excerpts From AICPA Audit and Accounting Guide State and Local Governments
B-7
Guide to Fraud in Governmental and Not-for-Profit Environments
B-8
Excerpts From AICPA Audit and Accounting Guide State and Local Governments
B-9
Guide to Fraud in Governmental and Not-for-Profit Environments
B-10
Excerpts From AICPA Audit and Accounting Guide State and Local Governments
B-11
Guide to Fraud in Governmental and Not-for-Profit Environments
B-12
C-1
Appendix C
Excerpts From AICPA
Audit and Accounting Guide
Not-for-Profit Organizations
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Other Sources of Information
Other Guidance
A number of resources are available to assist the auditor in obtaining information related to eco-
nomic, regulatory, and professional developments impacting audits of governmental and not-for-
profit organizations. While not exhaustive by any means, auditors may find the following
resources helpful in planning and performing audits of governmental and not-for-profit organi-
zations.
AICPA Accounting and Auditing Technical Hotline
Members may inquire about accounting, auditing, attestation, compilation and review services
using the Technical Hotline by calling 1-888-777-7077 or via the World Wide Web at www.
aicpa.org.
AICPA Audit and Accounting Guides and Risk Alerts
Separate audit and accounting guides and risk alerts specific to audits of governmental and not-
for-profit organizations are available through the AICPA. Obtain by calling the AICPA Order
Department 1-888-777-7077 or faxing a request to 1-800-362-5066. Information and ordering is
also available through www.cpa2biz.com.
AICPA Continuing Professional Education Courses
A great number of continuing education courses are available through the AICPA in either group
or self study formats. Obtain by calling the AICPA Order Department 1-888-777-7077 or faxing
a request to 1-800-362-5066. Information and ordering is also available through www.
aicpalearning.org.
AICPA Ethics Hotline
Member questions related to independence and other behavioral issues related to the AICPA
Code of Professional Conduct may be directed to the Ethics Hotline. Members of the AICPA’s
Professional Ethics Team may be contacted through the AICPA at 1-888-777-7077.
Financial Accounting Standards Board Publications
Financial Accounting Standards Board (FASB) publications are available directly from the
FASB. Obtain by calling the FASB Order Department at 1-800-748-0659 or through the Internet
at www.fasb.org.
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Government Accountability Office Publications
Copies of Government Accountability Office (GAO) reports and testimony are available directly
through the GAO at www.gao.gov.
Governmental Accounting Standards Board Publications
Governmental Accounting Standards Board (GASB) publications are available directly from the
GASB. Obtain by calling the GASB Order Department at 1-800-748-0659 or through the internet
at www.gasb.org. Auditors may find the GASB Technical Bulletins issued periodically by the
GASB staff helpful in understanding certain specific aspects of governmental accounting and
financial reporting.
Government Finance Officers Association
Even though most Government Finance Officers Association (GFOA) publications are written
primarily for government finance officers, auditors of governmental organizations may find them
helpful. Inquiries may be made by phone (312) 977-9700, fax (312) 977-4806, or www.gfoa.org.
Helpful Web Sites
The Internet is an extremely efficient and effective way in which auditors may access additional
information. However, there is a great deal of inconsistency in the reliability of information
available through the Internet. Auditors should exercise caution when relying on information
obtained through the Internet especially when the source is not well known to the auditor.
Again, the following list is not exhaustive by any means; however, auditors may find the fol-
lowing Internet resources helpful in audits of governmental and not-for-profit organizations.
Organization Web Site Address
American College of Forensic Examiners,
   International www.acfei.com
American Institute of CPAs www.aicpa.org
Association of Certified Fraud Examiners www.cfenet.com
Association of Government Accountants www.agacgfm.org
Federal Audit Clearinghouse http://harvester.census.gov/sac/
Federal Chief Financial Officers Council www.cfoc.gov
Financial Accounting Standards Board www.fasb.org
Financial Executives International www.fei.org
Government Accountability Office www.gao.gov
Government Printing Office www.gpo.gov
Government Finance Officers Association www.gfoa.org
Governmental Accounting Standards Board www.gasb.org
Healthcare Financial Management Association www.hfma.org
IGnet (Federal Inspectors General site) www.ignet.gov
Information Systems Audit and Control Association www.isaca.org
Institute of Internal Auditors www.theiia.org
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Organization Web Site Address
Institute of Management Accountants www.imanet.org
Internal Revenue Service www.irs.gov
Law News Today www.whitecollarcrimeFYI.com
Municipal Securities Rulemaking Board www.msrb.org
National Association of Corporate Directors www.nacdonline.org
National Association of State Auditors,
   Comptrollers, and Treasurers www.nasact.org
Society for Human Resource Management www.shrm.org
United States Government www.firstgov.gov
U.S. Office of Management and Budget www.omb.gov
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Exempt Organizations Glossary
Governmental Terminology
Capital Assets—Capital assets include land, improvements to land, easements, buildings,
building improvements, vehicles, machinery, equipment, works of art and historical treasures,
infrastructure, and all other tangible or intangible assets that are used in operations and that have
initial useful lives extending beyond a single reporting period.
Fund Financial Statements—The fund financial statements consist of a series of statements that
focus on information about the government’s major governmental and enterprise funds as well as
its internal service and fiduciary fund types.
GASB—The Governmental Accounting Standards Board (GASB) was organized in 1984 by the
Financial Accounting Foundation (FAF) to establish standards of financial accounting and re-
porting for state and local governmental entities. Its standards guide the preparation of external
financial reports of those entities.
General-Purpose Governments—General-purpose governments are governmental entities that
provide a range of services, such as states, cities, counties, towns, and villages.
Government-Wide Financial Statements—The government-wide financial statements are
highly aggregated financial statements that present financial information for all assets (including
infrastructure capital assets), liabilities, and net assets of a primary government and its compo-
nent units, except for fiduciary funds. The government-wide financial statements use the eco-
nomic resources measurement focus and accrual basis of accounting.
Infrastructure Assets—Infrastructure assets are long-lived capital assets that normally are sta-
tionary in nature and normally can be preserved for a significantly greater number of years than
most capital assets. Examples of infrastructure assets are roads, bridges, tunnels, drainage sys-
tems, water and sewer systems, dams, and lighting systems. Buildings, except those that are an
ancillary part of a network of infrastructure assets, are not considered infrastructure assets.
Major Funds—A government’s general fund (or its equivalent), other individual governmental
and enterprise funds that meet specific quantitative criteria, and any other governmental or enter-
prise fund that a government’s officials believe is particularly important to financial statement
users.
Management’s Discussion and Analysis (MD&A)—MD&A is RSI that introduces the basic
financial statements by presenting certain financial information as well as management’s analyti-
cal insights on that information.
Modified Approach—Rules that allow infrastructure assets that are part of a network or sub-
system of a network not to be depreciated as long as certain requirements are met.
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Required Supplementary Information (RSI)—GAAP specify that certain information be pre-
sented as RSI.
Special-Purpose Governments—Special-purpose governments are legally separate entities that
perform only one activity or only a few activities, such as cemetery districts, school districts,
colleges and universities, utilities, hospitals and other health care organizations, and public em-
ployee retirement systems.
Not-for-Profit Terminology
Charitable Lead Trust—A trust established in connection with a split-interest agreement, in
which the not-for-profit organization receives distributions during the agreement’s term. Upon
termination of the trust, the remainder of the trust assets is paid to the donor or to third-party
beneficiaries designated by the donor.
Charitable Remainder Trust—A trust established in connection with a split-interest agree-
ment, in which the donor or a third-party beneficiary receives specified distributions during the
agreement’s term. Upon termination of the trust, a not-for-profit organization receives the assets
remaining in the trust.
Collections—Works of art, historical treasures, or similar assets that are (a) held for public exhi-
bition, education, or research in furtherance of public service rather than financial gain, (b) pro-
tected, kept unencumbered, cared for, and preserved, and (c) subject to an organizational policy
that requires the proceeds of items that are sold to be used to acquire other items for collections.
Conditional Promise to Give—A promise to give that depends on the occurrence of a specified
future and uncertain event to bind the promisor.
Contribution—An unconditional transfer of cash or other assets to an entity or a settlement or
cancellation of its liabilities in a voluntary nonreciprocal transfer by another entity acting other
than as an owner.
Costs of Joint Activities—Costs of joint activities are costs incurred for a joint activity. Costs of
joint activities may include joint costs and costs other than joint costs. Costs other than joint
costs are costs that are identifiable with a particular function, such as fund raising, program,
management and general, and cost of sales.
Donor-Imposed Restriction—A donor stipulation that specifies a use for the contributed asset
that is more specific than broad limits resulting from the nature of the organization, the environ-
ment in which it operates, and the purposes specified in its articles of incorporation or bylaws, or
comparable documents for an unincorporated association. A restriction on an organization’s use
of the asset contributed may be temporary or permanent.
Functional Classification—A method of grouping expenses according to the purpose for which
the costs are incurred. The primary functional classifications are program services and support-
ing activities.
Joint Activity—A joint activity is an activity that is part of the fund-raising function and has
elements of one or more other functions, such as programs, management and general, member-
ship development, or any other functional category used by the entity.
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Joint Costs—Joint costs are the costs of conducting joint activities that are not identifiable with
a particular component of the activity.
Natural Expense Classification—A method of grouping expenses according to the kinds of
economic benefits received in incurring those expenses. Examples of natural expense classifica-
tions include salaries and wages, employee benefits, supplies, rent, and utilities.
Permanently Restricted Net Assets—The part of the net assets of a not-for-profit organization
resulting (a) from contributions and other inflows of assets whose use by the organization is lim-
ited by donor-imposed stipulations that neither expire by passage of time nor can be fulfilled or
otherwise removed by actions of the organization, (b) from other asset enhancements and dimin-
ishments subject to the same kinds of stipulations, and (c) from reclassifications from (or to)
other classes of net assets as a consequence of donor-imposed stipulations.
Promise to Give—A written or oral agreement to contribute cash or other assets to another en-
tity. A promise to give may be either conditional or unconditional.
Temporarily Restricted Net Assets—The part of the net assets of a not-for-profit organization
resulting (a) from contributions and other inflows of assets whose use by the organization is lim-
ited by donor-imposed stipulations that either expire by the passage of time or can be fulfilled
and removed by actions of the organization pursuant to those stipulations, (b) from other asset
enhancements and diminishments subject to the same kinds of stipulations, and (c) from reclassi-
fications to (or from) other classes of net assets as a consequence of donor-imposed stipulations,
their expiration by passage of time, or their fulfillment and removal by actions of the organiza-
tion pursuant to those stipulations.
Unrestricted Net Assets—The part of net assets of a not-for-profit organization that is neither
permanently restricted nor temporarily restricted by donor-imposed stipulations.
Single Audit and Yellow Book Terminology
Attestation Engagements—Attestation engagements concern examining, reviewing, or per-
forming agreed-upon procedures on a subject matter or an assertion about a subject matter and
reporting on the results.
Compliance Supplement—A document issued annually in the Spring by the OMB to provide
guidance to auditors.
Data Collection Form—A form submitted to the Federal Audit Clearinghouse which provides
information about the auditor, the auditee and its Federal programs, and the results of the audit.
Federal Financial Assistance—Assistance that non-Federal entities receive or administer in the
form of grants, loans, loan guarantees, property, cooperative agreements, interest subsidies,
insurance, food commodities, direct appropriations, or other assistance, but does not include
amounts received as reimbursement for services rendered to individuals in accordance with guid-
ance issued by the Director.
Financial Audits—Financial audits are primarily concerned with providing reasonable assur-
ance about whether financial statements are presented fairly in all material respects in conformity
with generally accepted accounting principles (GAAP) or with a comprehensive basis of ac-
counting other than GAAP.
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GAGAS—Generally Accepted Government Auditing Standards issued by the GAO. They are
also commonly known as the Yellow Book.
GAO—The United States Government Accountability Office. Among their responsibilities is the
issuance of Generally Accepted Government Auditing Standards (a.k.a. the Yellow Book).
OMB—The Office of Management and Budget. OMB assists the President in the development
and implementation of budget, program, management, and regulatory policies.
Pass-Through Entity—A non-Federal entity that provides Federal awards to a subrecipient to
carry out a Federal program.
Performance Audits—Performance audits entail an objective and systematic examination of
evidence to provide an independent assessment of the performance and management of a pro-
gram against objective criteria as well as assessments that provide a prospective focus or that
synthesize information on best practices or cross-cutting issues.
Program-Specific Audit—An audit of one Federal program.
Single Audit—An audit of a non-Federal entity that includes the entity’s financial statements
and Federal awards.
Single Audit Guide—This AICPA Audit Guide formally titled Government Auditing Standards
and Circular A-133 Audits (the Single Audit Guide) is the former Statement of Position (SOP)
98-3. The Single Audit Guide provides guidance on the auditor’s responsibilities when conduct-
ing a single audit or program-specific audit in accordance with the Single Audit Act and Circular
A-133.
Subrecipient—A non-Federal entity that receives Federal awards through another non-Federal
entity to carry out a Federal program, but does not include an individual who receives financial
assistance through such awards.
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